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NOTE 


In this Issue appear the papers presented at the Tenth Annual 
Regional Chapter Conference held at the Hotel Syracuse, Syracuse, 


Due to a number of the members of the Panel on Renegotiation 
of Government Contracts being on vacation, it has been impossible to 
secure the editorial revision of the discussion in time for publication 
The report will, however, appear in the September 














Check List for Section 722 (b)’ 


By J. K. Lasser, C.P.A. 


SUPPOSE that the most impor- 

tant claims under Section 722 will 
be found in those companies that 
have the right to use the income 
credit. This paper is an effort to 
digest the rules covering these claims. 
Roughly, the law gives us the privi- 
lege of filing claims when we have 
inadequate earnings in the base 
period, due to one (or a combina- 
tion) of the following: 

1. There was an interruption or 
diminution of production in the 
base period; 

2. There was a depression in the 
base period due to temporary 
economic circumstances ; 

3. There was a depression due to 
a profit cycle differing from the 
general business cycle; 

4. There were sporadic and inter- 
mittent periods of high and low 
production and profits ; 


5. The business was begun, or its 


character changed, in or before 
the base period; 

6. The business had commitments 
before 1940 insuring its growth 
after 1939; 





7. We meet the special rule for 
companies acquiring competi- 
tors engaged in the dissemina- 
tion of information through the 
public press before May 31, 1941 
(not discussed in this paper); or 

8. Any other cases which have an 
inadequate standard during the 
base period and where relief 
would be consistent with the 
principles, conditions, and limi- 
tations underlying the section. 


Building a Check List 


The effort here assumes that the 
reader has already studied the regu- 
lations carefully and particularly has 
absorbed the general rules (Sec. 
30.722-2) as well as the problems 
incident to completion of claims and 
computation of the tax. 

Certainly a summary of this kind 
ought to be hedged with the caution 
that it represents one man’s think- 
ing after a bare two months of fum- 
bling with a very complicated state- 
ment of procedure. The regulations 
were issued only on May 17, 1943. 
It is probably true that we shall 
get definite rules for claims only in 


me 


_ * This is an abstract prepared by Mr. Lasser from notes made as a result of his speech 
before the Tenth Regional Conference held at Syracuse on June 29, 1943. 
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the Treasury contacts and litigation 
that must follow. It is already ob- 
vious that there is a widening gulf 
between Treasury expressions and 
practitioners’ reasoning as a result 
of studies of the law on both sides. 
sut that is to be expected with this 
type of a measure. 


Why a check list? 


I have repeatedly urged before the 
Society that check lists are essential 
if we hope to understand our obliga- 
tions under the expanding quantity 
of decisions and legislation. Analy- 
sis of Section 722 gives me a chance 
to demonstrate the possible advan- 
tage of that process. From here 
on, in this summary of the regula- 
tions, I have built a check list of 
the important provisions. I have 
divided my headings for each type 
of claim into 

What you must prove if you hope 

to get recognition of an ab- 
normality 

How you reconstruct income if 

you can prove the abnormality 

Suggested check list of events or 

industries to study if you can 
mect the rules describing an ab- 
normality. 


Section 722 (b)(1) Claims 

These involve pleas that normal 
production, output or operation was 
interrupted or diminished because of 
an occurrence immediately prior to 
or during the base period of events 
unusual or peculiar in the experience 
of the company. 


In these cases you must prove 
1. That normal earnings were not 
reached because of a specific 

event 

The event may be in one year 

and affect a later year 
It may occur prior to a base 
year if its effect is not nor- 
mally had until the base year 


2. That the event is important 
since it is not usually encoun- 
tered 

Remember that some events 
are usual to some compan- 
ies and unusual to others 


The events cannot include 
economic changes such as 
high costs or poor sales. 
Low demand for a product 
is not significant but if there 
is a low demand in a foreign 
country due to a war, there 
is a possible basis for a claim. 


If you have a case, you reconstruct 
period of difficulty this way 


1. Get normal production and sub- 
sequent profits from your own 
experience with production or 
services of the same class of 
operations which were hampered 
by the event 

2. Or use the experience of your 
industry. or comparable compe- 
titors to find what they did 
when unhampered 


3. Use the business conditions pre- 
vailing in base period in build- 
ing new figure but remember 
this: The competitive position 
you enjoyed; the demand for 
the products in base period ; and 
the costs and selling prices of 
that period 


Check List of events that might be 
studied if you can meet the pre- 
ceding rules 


Climatic, meteorological and geo- 
logical events 
lightning 

flood 

fire 
holocaust 
earthquake 
blizzard 
storm 
tornado 
cyclone 
hurricane 
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volcanic eruptions 

landslides 

cave-ins 

avalanches 

stream or river changing its 
course 

extreme dry and wet waves 

extreme heat or cold waves 

crop-freezes, etc. 

thaws 

glacier movements 

ice-berg collisions 


Events associated with political 
and social action 

eminent domain 
condemnation proceedings 
seizure 
commandeering 
appropriation 
exappropriation 
forced relocation 
forced cessations 
restraining actions 
requisitioning 
injunctions 
changes in riparian rights 
desist production decrees, etc. 


Events associated with insects, 
bacteria, animals 

epidemics 

plague 

periodic ravages by locusts, 

grasshoppers, rodents, etc. 

termite destruction 

bacterial infections 

blight 

boll-weevil 

Japanese beetle, etc. 

disease 

animal migrations 


Events associated with other 
human action 

strikes 

walkouts 

sabotage 

picket 

explosion 

fire 

seizure 

interference with production 
or sale 


Section 722 (b)(2) Claims 
These involve cases where busi- 
ness was depressed in base period 
because of temporary economic cir- 
cumstances that affected your busi- 
ness alone or the whole industry. 


In these cases you must prove 
1. Circumstances occurred which 
were unusual for you and your 
industry 
2. That the event was temporary 
—that is, 
Not usually encountered by 
you or your industry 
Not chronic or having long 
run effect on business 
Thus the character of event is 
more imporant than length 
of misfortune 


3. That yours i- not the case of a 
declining busijess and that your 
low earnings o1 losses are not 
due to low output, sales, high: 
costs, low price or a combina- 
tion of these. 

But one of these that may 
depress you beyond others 
or depresses your industry 
beyond others may give you 
a reasonable ground. 


If you have a case, you reconstruct 
your base period this way 


1. If your industry is not affected, 
apply the same three rules that 
govern diminished output or op- 
eration due to an unusual event 

Correct each year or get a 
figure for the whole base 
period 

Ignore the economic factors 
which disturbed your profits 


2. If the industry was affected, use 
a prior period (yours, your in- 
dustry’s or comparable com- 
panies) 

Ignore the temporary eco- 
nomic factors causing the 
trouble 
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Compute normal profits by 
adjusting a normal prior pe- 
riod for what would have 
occurred in your case 


Check List of possible events to 
study if you fit the rules above 
Reverberations — Physical interrup- 
tions or economic distress to 
others may mean economic de- 
pression to you 

Where your source of supply, 
upon which you are dependent, 
is temporarily and unexpected- 
ly cut off or diminished, as 
where your supplier suffered a 
physical interruption 

Where other essential services, 
such as transportation or power 
are similarly cut off or diminished 

When any of the depressive in- 
fluences below destroy your 
sources of supply, market, cred- 
its, customers 


Economic Disturbances 
While economic evolution and 
progress is expected by all busi- 
ness men, sudden and revolu- 
tionary changes are unexpected 
calamities. Examples are :— 

A new invention renders your 
highly specialized plant, 
equipment or product in- 
adequate and you are forced 
to make adaptations that con- 
sume time. 

A new type of competition ap- 
pears, as where the Tennes- 
see Valley Authority made 
electric power available which 
brought new competition to 
your mill advantageously 
located as to water power 

Here too come economic changes 
by reason of changing social 
philosophies—possible 

Closed banks preventing credit 

Unexpected legislation 

Legal and Political Change 
Where your business was affected 
by the relocation of industries, 
migrations, reclamation programs 
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Where local laws cause unusual 
interferences—for example :— 
Embargo tariffs, excessive haul- 
ing inspections 
Prohibition, local option 
Price control legislation 
Unequal tax burdens (usually 
local, like the tax on chain 
stores) 
Health laws 
Quarantines 
Police laws, fire laws, public 
nuisance laws 
Injunctions, decrees, or fore- 
closures 
Where laws generally permit un- 
usual creation of unexpected 
monopolies or discourage mar- 
keting or sources of supply 


Group Pressures 


Organized labor pressures 

Boycott 

Picketing 

Gangster coercion 

Consumer leagues pressure 

Sanctions by religious or other 
pressure groups 

Dictation from monopolistic groups 
(suppliers, customers, transport- 
ers, etc.) 


Internal Depressive Influences 
These elements might cause un- 


usual, temporary depressions 

Dissention and _ quarreling 
among management 

Theft and embezzlement 

Crippling or unusual litigation 

Excessive waste and spoilage 

Revolutionary changes in price 
policy and managerial policy 

Encroachments on working 
capital (speculation, exces- 
sive dividends) 

Possibly here too we may bring 
in incompetence, inexperience, 
or neglect—reflected in poor pro- 
motion, poor selling, inferior 
product, poor location, specula- 
tion, failure to maintain proper- 
ties in periods of earnings, de- 
ferring repairs, unreasonable 
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moving costs, failure to main- 
tain research, development, mar- 
ket analysis, effective selling 

Include possibly serious difficul- 
ties caused by bad credit policies 
such as over expansion and 
speculation, high rate of losses, 
incompetent handling of cus- 
tomers, possibly too harsh han- 
dling of customers 

Possibly we can use unreasonable 
losses where investment in un- 
desirable or uneconomic proper- 
ty secured excessive financing 
charges, excessive depreciation 
to be absorbed, lack of utility, 
expensive operations, too little 
mechanization 

The law may well cover unusual, 
unforeseen financial difficulties 
caused by improper financing, 
inferior budgeting, expensive 
floating of working debt, inven- 
tory accumulations, inability to 
get usual financing, stockholder 
insistence on dividends 


Unfair and Ruinous Competition and 
Practices 
For example :— 
Price wars and similar practices 
Unfair labor practices of com- 
petitors 
Labor pirating 
Infringement on your patent, 
copyright, trademark; pirating 
Theft of secret processes 
Possibly we can bring in here ex- 
cessive promotion expense, un- 
usual sales expense, unreasonable 
product cost to match competi- 
tors product, expensive location 
of stores, etc. 


Accidents and Sudden, Unexpected 


Events 

Your product suddenly met. with 
public disapproval. (This has 
unexpectedly happened with 
foods, beverages, patent medi- 
cines, etc.) 

Possibly unexpected product defi- 
ciencies causing loss of custom- 


LOSS 


ers, or high cost of meeting such 
complaints and returns 
Materials supply changed in quan- 
tity or quality (in one case a 
severe deterioration in quality of 
a product with consequent loss 
of market was caused by an un- 
detected change in the quality 
of the water supply; in another 
case tanning formula ceased to 
work and ruined many hides). 
Unforeseen personnel difficulties 
such as illnesses of important 
people, inability to get employees 
due to market conditions, acci- 
dents, occupational diseases 
Unlooked for location problems 
causing difficulties with source 
of supplies, movement of cus- 
tomers to other districts 


Eggs in One Basket—For example: 
Where yours is a satellite business 
and is dependent on a single or 
small group of customers or, 
Where it is dependent on— 
a single or small group of sup- 
pliers 
a chemist or key individuals 
who controls the process of 
production 
a license 
In these the sudden loss of the 
customer, the market, or the 
sources of supplies, the license, 
or the key individual, may cause 
a temporary depression in your 
business 


Legal Difficulties & Obligations 
Your base period may have suffered 
because of restrictive or indis- 
creet contractual obligations, 
such as 
Restrictions against sales 
in certain areas 
certain articles 
Restrictions imposed by con- 
tracts with unions, competi- 
tors, etc. 
Long term purchase contracts 
at high price 
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Long term sales contracts at 
too low a price, etc. 

Or you may have unusual problems 
because of lawsuits, injunctions, 
patent problems that disrupt 
business, stockholders actions 
for accountings that prevent 
normal business activities 

Or there may be unexpected for- 
feiture or foreclosures 


Section 722 (b)(3)(A) Claims 

These involve cases where busi- 
ness cycle did not conform to the 
general business cycle and earnings 
in base period were therefore de- 
pressed. 


In these cases you must prove 


1. You and industry can put your 
figures into a profits cycle 
The crests and troughs can 
vary from business cycle 
A four year swing is not mate- 
rial 
2. And the length and amplitude 
does not fit the business cycle 
3. So that there is overlapping of 
your cycle in the base years, and 
the average earnings are greater 
out of the base years than those 
in base period 
4. And the depression in base years 
was normal under your cycle 


Here you reconstruct a new base 
period average — all years — not 
one, this way 


1. Determine the prior period of 
normal earnings from the cycle 


2. Use not less than a 3-year cycle 
to get normal average earnings 


3. Normal earnings selected must 
have the same relationship to busi- 
ness cycle as base period years 
generally have to general busi- 
ness cycle 

4. Selected earnings must be an 
average of all periods of normal 
earnings of the company or in- 
dustry 
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5. If no prior periods are available 

Get basis to select compara- 
tives from your balance 
sheets and profit and loss 
statements 

Use comparable companies or 
industries where we have 
normal earnings 

Disregard your own statistics 
or actual economic factors 
when you reconstruct, using 
normal income attained by 
others 


Check List of industries to study if 
they fit the rules above 


(1) Industries whose sales are to 
persons other than the ultimate 
consumer. Production of these 
products tends to fall off sharp- 
ly when demand for consump- 
tion goods declines relatively 
lightly. That is sometimes due 
to accumulated inventories avail- 
able to meet the lessened de- 
mand without reordering from 
primary producers. When the 
inventories are low and the re- 
covery phases begin, the re- 
verse process takes place. A 
small increase in consumer’s 
demand sets off a hasty ex- 
pansion by primary producers 
eager for speculative profits 
while costs are still low. 


(2 


Industries making products hav- 
ing a long life—durable goods— 
are likely to have a profit cycle 
different in length and ampli- 
tude from the general business 
cycle. Purchase of such goods 
can be deferred for relatively 
long periods and consequently 
during bad times the produc- 
tion drops sharply and stays at 
a very low level. When busi- 
ness improves and the recovery 
phases get under way, these 
durable goods industries be- 
come exceedingly active. These 
are often called “prince and 
pauper” industries. 
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(3) Producers of luxury goods, they 
are likely to have to wait be- 
fore recovery phases of a cycle 
catches up with them. When 
business begins to show de- 
cline, the producers of luxury 
items find that their sales dry 
up some and their volume drops 
more precipitantly. 

Section 722 (b)(3)(B) Claims 

These involve instances in which 
profits are sporadic and intermittent 
and not adequately represented in 
base period. 


In these cases you must prove 


1. Your industry profits are not 
susceptible of a pattern or cycle. 

2. That intermittent periods exist 
—high production or sales is at 
unpredictable periods which de- 
pend on circumstances beyond 
your control. 

3. That a depression was had in 
base years for you and your in- 
dustry. 

4. That base years did not have 
fair proportion of good years or 
that base period level of in- 
come is not fair. 

5. That prior years’ income was 
not due to windfalls, unusual 
circumstances. 


You reconstruct for the entire base 
period—not one year, this way 


1. Use the same general rules as 
in variant business cycle. 

2. Or might use general average 
or profits in whole experience 
(yours or industry) before May 


31, 1940. 


Check list of industries that might 
be studied if they meet the rules 
above 
Business where climate or weather 

is a primary and uncertain in- 
fluence 
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Farming, horticultural, agri- 
cultural and live stock, cor- 


porations that plant and 
harvest variable crops and 
also those that raise live- 
stock. 


Canning corporations—fruits, 
vegetables, etc. 

Fisheries and canners in the 
fishing industries. 

Some mining and shipping in- 
dustries— 

Profits in the above com- 
panies depend on the con- 
currence of a good crop 
and a good market; 
therefore they may be in- 
termittent. 

3ut note that perennial 
crops, ete. produced more 
and more under con- 
trolled conditions tend to 
remove the uncertainties 
of supply that are im- 
plicit in this category. 

Industries that make products, 
demand for which rises with 
weather conditions (umbrel- 
las, raincoats, etc. ) 

Also, resort hotels, furs, sum- 
mer and seasonal clubs, open 
air restaurants, theatres 

Also, beverage sales, such as 
soft drinks 

Industries in which deteriora- 
tion or spoilage due to 
weather conditions is a ma- 
terial factor (some chemical 
and food industries) 


Susinesses that are deeply influ- 
enced by variable legislation 
Local option and other restric- 
tive legislation that seesaws 
with groups temporarily in 
power 
Public controls of operating or 
selling conditions, ete. 
Legislative control of wages, 
selling prices, terms, etc. 
Enforcement of local laws with 
oscillating rigidity and laxity. 
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3usinesses that vary widely as a 
result of 

Marriage rates, birth and death 
rates 


Migrations, immigration, etc. in 
certain communities 

Local prosperity 

Accidents, injuries, epidemics, 
strikes, or other physical in- 
terruption or diminution of 
activities of other persons or 
industries 


Businesses where source of supply 
may be capricious and uncertain 

Where supply depends on for- 
eign controlled sources or an 
intermittent discovery (rare 
paintings, antiques, objets 
d’art, ambergris  vertigris 

(for perfumes) etc. 


3usinesses where sales market is 
capricious or uncertain 

Where acceptable styles and 
public demand depends on 
unpredictable public taste 
susiness heavilyinfluenced by 
occasional best sellers (books ) 
styles, etc. 

Where sales prices are de- 
pressed intermittently by 
foreign dumping and simi- 
lar gluts. 

Specialty business as_ those 
which depended on public 
“crazes” and “crushes” that 
are unpredictable. 

Manufacturers of games, puz- 
zles, etc. and similar articles 
that “take” at irregular in- 
tervals. 


3usinesses where volume of sales 
and profits depend on the stimu- 
lation of occasional new discov- 
ery, invention, innovation, etc. 
in production, sale or distribu- 
tion 
Specialty business, above men- 
tioned, may fall under this 
category 


Where your industry is new 
and in process of rapid evo- 
lution, say radio, continu- 
ous and recurring spirits of 
invention would affect profits, 
until the whole industry 
could catch up. 


Section 722 (b)(4) Claims 
These involve two classes of cases 


1. Where a commitment before 
1940 can be urged—later dis- 
cussed 

2. Where there was a change in 
character of business, or the 
commencement of a new busi- 
ness during (or immediately 
prior to) the base period so that 
the earnings level of the base 
period did not give normal at- 
tainable had the start of the new 
business, or the change in char- 
acter, occurred two years earlier. 
For convenience, we can call 
these companies those entitled 
to the rule of expanding busi- 
nesses. But it is not essential to 
claim the “push back” rule &p- 
plied to an expanding business. 


In all of these you must prove 


1. That trade custom accepts any 
change as substantial 
2. That earnings increased because 
of the change 
The increase can only come in 
1936-1939 
If after that, you must prove 
that it was delayed due to 
unusual economic circum- 
stances or peculiar events 
You cannot use post 1939 


earnings as indicative of 
1936-1939 earnings 


3. If the change occurred. before 
base period, you must prove that 
earnings could not be secured 
until the base period 


4. If you are claiming your busi- 
ness was expanding at Decem- 
ber 31, 1939, prove 
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Company did not reach by end 
of base period the income 
possible if the change had 
been had two years earlier 

Rate of growth of industry 
after such a change 

Normal prospects reasonably 
ascertainable with the com- 
mencement or change 


You reconstruct the entire base pe- 
riod—not one year, this way 


:. 


3. 


Seek earning capacity in the last 
year of the base period. Forget 
events occurring after 1939 ex- 
cept to get level of earnings at 
the end of the base years if you 
claim an expanding business 
Reconstruct for entire period 
basis of reasonably attainable 
production, costs based on then 
demand and sales prices. 
Example: In 1936 a corpora- 
tion was reorganized and 
the new directors made dras- 
tic changes in the manage- 
ment of the enterprise. The 
effect of the changes in sales 
and production policies ini- 
tiated by the new manage- 
ment was not reflected in 
the company’s earnings un- 
til 1939. Congress tells us 
that (assuming the new 
management increased earn 
ings by 50%) the following 
adjustment might be made: 


Earnings 


Actual Adjusted 
5) ee 50 75 
(oo 60 90 
TOSS isi ccs 60 90 
i rn 90 90 
Average... 65 86 


If that is not possible, use com- 
parative company statistics. In 
these you can use factors of an 
expanding business. 

Make full use of acquired busi- 
ness contributions to your busi- 
ness. 


1943 


wn 


6. 


N 


8. 


If one company is broken into 
two parts, the original can be 
used to get constructive income 
of both. 


Don‘t use highest levels at- 
tained in base period two years 
after—seek the normal after the 
change. 


If you use industry statistics, 
remember its cycle, and the re- 
lation you bear to its produc- 
tion, demand, costs. 


You may have to alter recon- 
structed income based on cur- 
rent years (say 1943) figures. 
You cannot exceed the level of 
production secured in excess 
profits years in your base period 
average. 


Eight classes of claims are possible 


1. 


6. 


New company started in or. prior 
to the base period. 
Change in operation or manage- 
ment 
Example: New directors, dras- 
tic changes in policies 
New key personnel 
Example: New management 
holding right to policy de- 
termination 
New processes of distribution 
or manufacturing—not ordinary 
changes in routine course. 
Example: A coal mine changed 
from hand to mechanical 
loading 
New services or products—trade 
custom tells us if there is a 
change 
Increase in capacity by 
Acquiring new equipment 
Enlarging old equipment 
Adopting new techniques to 
get increased capacity 
Using surplus or latent ca- 
pacity 
Securing more liquid working 
capital 
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Decrease in the borrowed capi- 
tal offset by increases in equity 
capital during base period—both 
must exist but an increase in 
earnings and profits offsetting 
a reduction in debt is sufficient. 
We adjust then for interest 
or amortization deducted. 
The rule apparently does not 
cover retirements for cash 
even though that cuts in- 
terest deduction. 


N 


8. Acquisition before 1940 of all or 
part of assets of competitor thus 
eliminating his competition. 


Section 722 (b)(4) Claims 
Involving Commitments 


Here we argue that if a corpora- 
tion, prior to January 1, 1940, has 
made commitments, binding it to 
changes in the capacity for produc- 
tion or operation, and such changes 
are effectuated during a year ending 
after December 31, 1939, the changes 
are deemed to arise as of December 
31, 1939. In these cases we may 
be entitled to income for more than 
that secured in the base years or 
even under the two year push back 
rule. We seem to be entitled to 
the earning capacity attached to the 
commitments — limited, necessarily 
to the completed capacity at the be- 
ginning of the current (say 1943) 
vear. 


In this case you must prove 


1. The change giving increased ca- 
pacity for production was con- 
templated on January 1, 1940. 


2. The change was evidenced by 
commitment—for example 


Contract for acquisition, con- 
struction, purchase of facili- 


ties 
Expenditure of money to get 
change 


Institution of legal action 
toward it 
Any ther competent evidence 
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3. The change in capacity was one 
of five things— 
Acquisition of new equipment. 
Enlarging old equipment. 
Adopting new techniques to 
get increased capacity. 
A method of using surplus or 
latent capacity. 
Procural of more liquid work- 
ing capital. 


4. The change was fully completed 
in taxable year—or if not, the 
amount that was completed. 


Then recontruct giving effect to 
change for each base year 


1. One way is to find profits at- 
tainable in each year based upon 
the capacity attained in the ex- 
cess profits year. 


2. Another is simply to find the 
earnings in the base year assum- 
ing the increased capacity had 
then been had. 


3. You cannot use the increased 
capacity if you have no income 
from it during the profits vear. 


4. You cannot use figures after 
1939, except to show the earn- 
ings between various operations, 
with changed and unchanged ca- 
pacities or in studies of com- 
parable companies. 


5. Constructive income can vary 
based upon the amount of com- 
pleted capacity in each profits 
year. 


6. If capital is paid in after 1939, 
giving you increased income 
credit, you must reduce the con- 
structive income by the 8% 
allowed for capital additions. 


Section 722 (b)(5) Cases 


Here we may claim that the busi- 
ness during the base period was ad- 
versely affected by any factor result- 
ing in an average base period net 
income which is not an adequate 
standard of normal earnings. The 


August 








apf 
mit 
cip. 
sec 


bri 
in ¢ 
to 1 
bes 
722 
by 
wh 
ant 
ref 


int 
chi 
ass 
co! 
“by 





le 





Check List for Section 722 (b) 


application is to be judged to deter- 
mine whether it is within the prin- 
ciples underlying the entire relief 
section. 

Possibly that means that we may 
bring in claims that our companies, 
in existence before 1940, are entitled 
to make claims like companies which 
began business after 1940—Section 
722 (c). That would permit claims 
by personal service companies, those 
whose invested capital was too low 
and those whose intangibles are not 
reflected in its invested capital. 

Beyond that, we begin to move 
into great difficulties in creating 
check lists. If all of the preceding 
assumptions of the type of claims are 
correct, there is little need for the 
“bread-basket”’ in Section 722 (b)(5). 
If some of them do not fit where they 


have been placed above, then it is 
possible that they fit here. 
* * x 

In closing this presentation I 
ought to again express the difficul- 
ties involved in creating any check 
list in this era. These are present 
impressions garnered from studies. 
Certainly they are likely to be se- 
verely altered by future experiences. 

Our job in preparing claims in the 
light of the preceding looks enor- 
mously difficult. It is much more of 
a problem than was the presentation 
to the Treasury under the 1917-1921 
law. That, by comparison, was 
rather simple. All we can now say— 
viewing the job ahead of us—is 
“Here’s hats off to the old—we’ll 
have to take our coats off for this 
one. 
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War Contracts, Costs, and Profits 


By Victor H. Stempr, C.P.A. 


The Value of Modern Costing 
Methods: 


The value of modern methods for 
both the determination and control 
of costs was well established before 
the present war began. No one will 
deny the importance and significance 
of maintaining sound costing during 
these war years. Cost Justification 
is inherent in price control, as well 
as in government procurement and 
renegotiation. Convincing cost rec- 
ords are essential for all of these 
purposes. 

In the period following World 
War I, the most valuable advance 
in accounting occurred in the field 
of standard costs. The weakness of 
actual costs, expressed by the cur- 
rent phrase: “too little and too late” 
was gradually overcome by the ap- 
plication of standards. True cost 
control requires the use of prede- 
termined allowances reflecting what 
costs should be, the comparison of 
these with actual costs incurred, the 
interpretation of variances between 
the two, and the application of cor- 
rective measures to eliminate the 
causes of excessive or out-of-line 
costs. 


Volume, Cost, and Profit: 


Accountants know the striking 
effect upon profits arising from the 
varying interplay of volume, unit 
cost, and price. Fundamentally, the 
lower the volume, the greater the 
fixed cost to be absorbed by each 
unit of product, and vice versa. All 
costs do not fluctuate in parallel with 
volume. Although some types of 
costs are fixed in annual amounts, 
others are semi-fixed. The latter 
vary with changes in volume, but 
they do not vary at the same rate 
as volume. Variable costs on the 
other hand tend to change directly 
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with the tempo of production. If 
all manufacturing expenses were of 
the variable type, the problem would 
be simple. 

Fixed costs, and semi-variable ex- 
penses complicate the problem, par- 
ticularly in the case of joint costs 
requiring allocation between civilian 
and war production. Flexible budget 
procedure, which seeks to determine 
what costs should be at varying 
rates of production, clearly exempli- 
fies these complexities. 

Generally speaking, progress in 
the determination and use of such 
standards has been interrupted by 
the present war. Industry has un- 
dergone a convulsive transition. With 
few exceptions, volume has pyra- 
mided. In many cases present prod- 
uct has little relation to previous 
fabrication; the goods are new and 
strange. The manpower shortage 
has brought new and unsolved per- 
sonnel problems, labor training pro- 
grams, and lowered efficiencies. Cur- 
tailment and delays respecting cru- 
cial, controlled materials and priori- 
ties have necessitated abnormal shifts 
in production scheduling. These and 
other causes have played havoc with 
any attempt to relate prewar stand- 
ard costs to actual costs now in- 
curred. The pace of war production 
has been too fast. Prewar standards 
have become meaningless; and, in 
general, industry has been forced to 
adopt cruder but more direct methods 
of costing. Although aware of the 
value of reliable standards, manage- 
ment says: “why incur the expense 
and devote the time to studies which 
relate to production of transitory 
character”? 

The recent N.A.C.A. research bul- 
letins present a reliable picture of the 
trends of corporate practice in these 
matters. 


August 








Tr. 


pre 
est 
sta 
pla 
tio 
un 
inc 
pre 
in 

an 
the 


wa 
ing 
rig 
col 
pet 
ho 
bor 
pa 
me 
th 
ing 
co 
th 
es 
tic 
fin 
fo: 


fa 
ra 


pr 
de 








Mar Contracts, Costs, and Profits 


Satisfactory participation in war 
production depends upon sound cost 
estimating. Particularly in the early 
stages of the war, such estimates 
played a large part in the determina- 
tion of contract prices, especially 
under competitive bidding. With 
increased experience on the part of 
procurement agencies and refinements 
in contract terms, magnifying glasses 
and well-sharpened pencils are all 
the more important. 

There are obvious differences in 
war and peacetime estimating. Ris- 
ing costs, scheduling difficulties, more 
rigid quality requirements, unusual 
contract terms, renegotiation clauses, 
penalty clauses, inspection, wages and 
hour provisions, taxes, insurance and 
bonds, subcontracting terms, and even 
packaging and = shipping require- 
ments may have vital bearing. All of 
these things require attention, and 
inability to rely upon prewar standard 
cost data necessitates reversion to 
the more elementary forms of cost 
estimating. Drawings and specifica- 
tions, including a detailed analysis 
of materials, and a sample of the 
finished product afford the only basis 
for relating the estimate to available 
facilities. Government contracting 
rather obviously, lends itself to a 
job-cost system, broken down into 
production orders corresponding to 
delivery schedules. 

Neither time nor inclination per- 
mit a detailed discussion of cost 
problems under government con- 
tracts, but it is pertinent to recall 
that in the interests of simplification, 
and in accordance with the funda- 
mental principle of cost accounting, 
those costs which can be specifically 
identified and directly charged to 
product should be so charged; but 
this principle presupposes that all 
costs of a given character can be so 
directly charged and not that the 
job shall bear a part by direct charge 
and more by allocation through over- 
head. Such a dual basis usually results 
in inequitable distribution. 

It is generally acknowledged that 
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the production of unfamiliar goods 
in volume far beyond expectation 
resulted in wide variances between 
estimated and actual costs despite 
the exercise of good judgment by 
both contractors and contracting 
officers. 


Regulatory Restraint on Excessive 
Profits: 


The theoretical elimination of com- 
petition (disregarding the ultimate 
revival of civilian free enterprise) 
remains a difficult problem confront- 
ing industry during these times. On 
the other hand, the astounding increase 
in business which Uncle Sam has 
handed American Industry reason- 
ably requires regulatory restraint to 
prevent excessive profits. 

Among accountants there is no 
need to argue that high taxes alone 
do not meet the situation; fixed per- 
centage limitation is unsatisfactory. 
Efficient production is the supreme 
goal, because it inevitably leads to 
quicker and larger production at 
lower cost. The last war clearly 
demonstrated the fallacy of cost-plus 
contracts. The same danger, of un- 
controlled costs and extravagance 
are present in fixed percentage lim- 
itation; and also present, although 
in far less degree, in cost-plus-fixed- 
fee contracts. The imperative incen- 
tive in such contracts, is, of course, 
to get the fee quickly, thereby induc- 
ing efficient if not necessarily eco- 
nomical production. 


Renegotiation vs. Fixed Percentage 
Limitation: 


To the average business man, fixed 
percentage limitation seems to as- 
sure uniformity. He overlooks the 
fact that flat percentage limitation 
ignores equitable discrimination be- 
tween types of businesses as to vary- 
ing volumes of sales, turnover, capi- 
tal requirements, and skills; and 
ignores essential differences between 
fixed price and cost-plus-fixed-fee 
contracts. The degree to which other 
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intangible hazards may be eliminated 
or minimiged through forms of gov- 
erment aid is also vital. Highly 
developed original designing, mechan- 
ical skill, precision, and many other 
“know how” factors of Industry 
have obvious bearing; all of which 
lead to the inevitable conclusion that 
the adoption of a uniform limitation 
of profits cannot be fair. 

All of these reasons inevitably led 
to the conviction that Renegotiation 
affords a basis sufficiently flexible 
to deal equitably with the diversity 
between industries and the varia- 
tions within them. A _ resolution 
adopted by the Institute’s Executive 
Committee on September 30, 1942, 
during the Chicago Convention, urged 
renegotiation in preference to fixed 
percentage limitation. 


Industrial Reaction: 


The Renegotiation Act was unique 
by reason of the broad discretionary 
powers vested in price adjustment 
boards. American business distrusts 
discretionary powers, and fears re- 
lated uncertainties. This is not sur- 
prising, particularly when one con- 
templates the possibility of arbitrary 
and oppressive administration. Yet, 
the theory of renegotiation is in- 
herent in American business; every 
enterprise conducts periodic price 
renegotiation, and it is natural that 
the largest customer, Government 
itself, should use the device to assure 
economical procurement. 


Early Attitudes of Price Adjustment 
Boards: 


It has been apparent that the Price 
Adjustment Boards have suffered the 
usual growing pains of administra- 
tive bodies: inconsistent approach 
and lack of candor. The basic con- 
cepts of the Act were hidden by a 
veil of mystery. Representatives of 
the Boards resorted to the broadest 
philosophical presentation. While 
protesting “Utopian” ideals to pro- 
tect Free Enterprise against public 
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scorn, for implied profiteering, the 
spokesman repeatedly, and perhaps 
unconsciously, described exceptional, 
scandalous cases; and repeatedly re- 
ported remarkable renegotiation re- 
coveries, without essential allusion 
to the offsetting “take” of the Treas- 
ury through excess profits taxes; re- 
lying upon the feeble fact that re- 
negotiation relates to profits before 
taxes. 

The concept of renegotiation need 
not stoop to that type of prejudiced 
justification. It has sufficient char- 
acter to stand squarely on its own 
feet. What it needs, to gain and re- 
tain the wholehearted cooperation of 
Industry, is a plain portrayal of its 
workings by elaboration of prin- 
ciples, and interpretations such as 
those presented in the joint state- 
ment issued on March 31, 1943, and 
typified by the admirable discussion 
conducted by Commander McLaren 
in recent appearances. The fairness 
of its administration rests upon the 
sound application of generally ac- 
cepted accounting principles. As to 
our professional confreres in the 
Price Adjustment Boards, we need 
have no fear of misguided zeal or 
bias in fostering these principles. 


Percentage of Retained Profits: 


There has been a flood of contra- 
dictory conclusions bandied about, 
regarding the extent of retained 
profits. 

The recent report of the Truman 
Committee afforded the first bird’s- 
eye view of the situation. 

As of February 1, 1943, the report 
refers to $1,348,175,000 of excessive 
profits recovered, involving a net re- 
covery after taxes of approximately 
$300,000,000, but of such recoveries 
some $700,000,000 was obtained 
through price reductions on unper- 
formed portions of outstanding con- 
tracts, so that the cash recovery 
seems to be nearer $650,000,000 and, 
after tax adjustment, closer to 


$130,000,000. 
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War Contracts, Costs, and Profits 


There are estimated to be about 
114,000 war contractors, of whom 
35,000 are subject to renegotiation ; 
and those doing more than $500,000 
of war business per year are esti- 
mated to number 20,000. 

The report refers to some 9,600 
cases assigned for renegotiation, 
whereof about 7,100 are Army, 2,250 
are Navy, and the balance Maritime. 
Of the 9,600 cases, the report says 
renegotiation has been completed re- 
specting 140 Army cases, 38 Navy 
and 25 Maritime, a total of 203. The 
report also says that oral agreements 
have been reached in 391 cases; 299 
Army, 83 Navy, and 9 Maritime. 

The following brief summary drawn 
from the report presents the range of 
allowed profits, showing the influ- 
ence of positive and negative factors 
as to contributions to the war effort, 
recognized in cases in which renego- 
tiations have been completed. 


RANGE OF PER CENT EARNINGS BEFORE 
TAXES, ON READJUSTED SALES 


Per cent of companies al- 
lowed the following per- 
centage of retailed profits, 
or more upon renegotia- 


tion 
Department 30% 50% 90% 
ee 12.5% 10.5% 7.5% 
et ee 13.1 12.3 9.0 
Maritime ... 17.2 Is) 8.9 


This is only a rough approxima- 
tion at best, because dollar amounts 
(which would afford a basis for 
weighted averaging) and other in- 
formation regarding individual cases 
were not disclosed. 


Renegotiable and Non-Renegotiable 
Business : 


The literature of accountancy is 
replete with articles covering all pro- 
visions of the Renegotiation Act. It is 
not my purpose to redigest these 
provisions, but it should be repeated 
that the recent re-print of the Joint 
Statement of Interpretations of the 
Act, should be thoroughly analyzed 
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by all accountants who deal with 
renegotiation. The joint statement 
defines the character of contracts 
and sub-contracts subject to rene- 
gotiation. One must also bear in 
mind the provisions of the Act which, 
in addition to specified exemptions, 
afford the Departments discretion- 
ary powers of exemption. 

Broadly speaking, the allocation 
between war and commercial pro- 
duction entails an end-use principle. 
If the product has war-end use, 
whether covered by* contract, sub- 
contract, or ordinary purchase order, 
such sales are probably renegotiable. 
While the Act specifies contracts 
and sub-contracts with the four De- 
partments (i.e, War, Navy, Mari- 
time, and Treasury), the Act is in- 
terpreted to mean that purchases by 
other Government bureaus, if acting 
as agents for one of the four Depart- 
ments aforementioned, are subject 
to renegotiation. Lend-Lease con- 
tracts entered into by the four De- 
partments are subject to renegotia- 
tion, but lend-lease contracts of any 
other department or agency of the 
Government are not so subject. Con- 
tracts with Defense Plant Corpora- 
tion are interpreted to be subject to 
renegotiation if such contracts were 
placed by Defense Plant Corporation 
for machine tools, other equipment, 
or personal property to be owned by 
prime contractors or sub-contractors 
working under contracts with the 
Army and Navy. Contracts placed 
by Defense Plant Corporation for 
the construction of plants as distin- 
guished from equipment and sup- 
plies are not subject to renegotiation. 

Specific exemptions relating to the 
product of a mine, oil or gas well, 
other mineral or natural deposit, 
or timber, are governed by a joint 
regulation promulgated February 1, 
1943, specifying products considered 
not to have been processed, refined, 
or treated beyond the first form or 
state suitable for industrial use. 
Where contractors or sub-contract- 
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ors process, refine, or treat a product 
beyend such exempt form, then the 
exempt product will be considered 
for purposes of renegotiation of the 
refined commodity, as an item of 
cost at its established sale or market 
price. 

While the Department developed 
rules governing segregation, many 
difficult situations arose. Typical, 
but extreme, is the case of an equip- 
ment manufacturer who thought 
that renegotiable sales should ex- 
clude sales of equipment to oil com- 
panies ; only to be told that he would 
have to ascertain whether the equip- 
ment was used by the purchaser to 
bring oil to the surface (exempt 
under such circumstances) or wheth- 
er such equipment was used after 
the oil reached the surface, and if 
the latter to ascertain what percent- 
age of the customer’s business was 
renegotiable, to determine the re- 
lated proportion of the vendor’s profit 
on such sales likewise subject to 
renegotiation. Sales of this type 
comprised thousands of invoices cov- 

‘ering not only direct sales to oil 
companies but also sales to dealers 
and distributors, with ultimate end- 
use unknown. After some delibera- 
tion, the Department suggested the 
application of industry-wide experi- 
ence, or some sampling and testing 
method mutually agreed upon be- 
tween the Department and the con- 
tractors. Wherever the job is unduly 
burdensome, the Departments have 
been willing to solve the difficulty 
by some sensible method, in fact, in 
some cases 1941 business which 
would be subject to renegotiation 
by reason of the April 28, 1942 cut- 
off has been excluded by stipulation 
that all 1942 business shall be in- 
cluded without regard to the end- 
use concept. 


The April 28, 1943 Cut-off: 


As you are aware, there is excluded 
from renegotiation that part of 
the contractor’s business respecting 


436 


which final payments were made 
prior to April 28, 1942. The Depart- 
ments have interpreted this provi- 
sion in such a way as to ignore rela- 
tively small unliquidated items which 
may not have been finally deter- 
mined and paid by April 28, 1942. 
It is interesting to observe in pass- 
ing that sound and diligent collec- 
tion procedure may have proved to 
be a boon in more than one case as 
to the April 28th cut-off. 

The cut-off at April 28, 1942, in- 
volves another vital point. The Joint 
Statement says: 


“If transactions constitute one 
contract, and final payment had 
not been made before April 28, 
1942, then all the transactions 
thereunder are subject to renego- 
tiation. If, however, the transac- 
tions constitute several contracts, 
then only those contracts on which 
final payment had been made be- 
fore April 28, 1942, are exempt.” 


Immediately after the passage of 
the original Act, many contractors 
were wary; and avoided contracts, 
involving extension, reorder and 
similar complications. However, some 
sub-contractors have been caught 
with contracts for a year’s supply of 
commodities under scheduled month- 
ly deliveries, which brought some 
inseverable portions of such con- 
tracts into renegotiation although 
such portions had been delivered 
and fully paid prior to April 28, 1942. 

In cases of large units of equip- 
ment, where final payments are con- 
tractually withheld long after deliv- 
ery and acceptance, under guarantees 
of performance, some doubt persists. 
It seems equitable that such with- 
held payments should not affect the 
contractor adversely but should be 
considered, in effect, escrow deposits. 

Varying requirements exist in the 
Departments and branches of the 
Army, concerning bases of segre- 
gating sales. Ordinary accounting 
methods for billing and collection of 
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War Contracts, Costs, and Profits 


sales covered by purchase orders are 
awkward as to the summarization of 
final payments before and after April 
28, 1942. In some cases, the applica- 
tion of an average collection experi- 
ence has been permitted; the aver- 
age being supported by an analysis 
of accounts receivable as at May 1, 
1942. Where the business consists 
entirely of purchase orders, all bill- 
ings to a date before April 28th, ad- 
justed by average collection experi- 
ence, have been used for the cut-off. 
For example, for a thirty-day aver- 
age, billings up to March 31, 1942, 
have been excluded. On the other 
hand, where the business consists 
partly of purchase orders and partly 
of contracts, the amount of non- 
renegotiable purchase orders has 
been determined separately, after ex- 
cluding actual contract billings. 


Marketing Expenses: 

Uncle Sam has become Industry’s 
chief customer. He is a tough cus- 
tomer, and tough customers are tra- 
ditionally hard to sell. Peacetime 
American industry has always been 
geared to enterprising, competitive, 
marketing methods. Uncle Sam says 
there is no need for marketing ex- 
pense in dealing with him, and he 
disallows such costs. Upon careful 
analysis, and with reasonable gov- 
ernment recognition, it will be found 
that much that has been called sell- 
ing expense, is in fact, field applica- 
tion and product engineering; and, 
in the latter case, such costs are in 
the class of Caesar’s wife. 

What remains of peacetime sales 
promotion has been cut to the essen- 
tials of institutional advertising and 
an irreducible minimum of civilian 
trade contacts, in anticipaton of post- 
war business; within due bounds 
such costs are allowed. Advertising 
of civilian consumer items will be 
disallowed. 


Internal Revenue Code Deductions: 
Although the amended Act re- 
quires recognition of income and ex- 
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cess profits tax exclusions and de- 
ductions, it does not follow that 
everything allowed for tax purposes 
will be allowed in renegotiation. 
There are two modifying phrases, 
i.e. “properly applicable” and “of 
the character.” Where items are pre- 
cluded by TD-5000 or the “Green 
300k” the Price Adjustment Boards 
may recognize but disallow them, ag 
allow them only in part. Thus, they 
may recognize a bad debt expense 
but disallow it because it has no re- 
lation to government work. If ex- 
penditures are disproportionately 
large (i. e.: advertising, salaries, etc.) 
they probably will be disallowed in 
part. Special amortization may be 
recognized but disallowed, or par- 
tially accelerated depreciation may 
be allowed instead. 


“Performance” and “Risk” Factors: 


Performance factors may be favor- 
able or unfavorable, and relate to 
such things as: 

(1) Quality of production 

(2) Rate of delivery 

(3) Inventive contribution 

(4) Cooperation with other man- 

utacturers 

(5) Economy in use of raw ma- 

terials 

(6) Efficiency in cost reduction 

Risk factors, likewise, may be plus 
or minus, involving risks such as the 
following: 

(1) Increased material costs 

(2) Threatened wage increases 

(3) Inexperience in new products 

(4) Complicated manufacturing 

technique 

(5) Delays by reason of inability 

to obtain materials 

While the Price Adjustment Boards 
have emphasized the importance of 
these considerations, and although 
the profession believes them to be 
vital in the formulation of conclu- 
sions as to reasonable profits under 
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given circumstances, Industry is def- 
initely alarmed. Aside from testi- 
mony presented in recent weeks 
before a special investigating sub- 
committee of the House Committee 
on Naval Affairs, the misgivings 
take the form of a relatively mute 
but nonetheless burning indignation, 
concerning the narrow limits within 
which these aspects seem to affect 
the conclusions of the Price Adjust- 
ment Boards. 

Despite denials of the Price Ad- 
justment Boards of the existence of 
any formula, the general run of re- 
determinations seem to follow a basic 
pattern involving the following cri- 
teria: 

(1) Average sales of the base 

period 

(2) Average net income, before 

taxes, of the base period 

(3) Percentage of average net in- 

come, before taxes, of the base 
period 

(4) Sales of the year under re- 

negotiation 

(5) Net income, before taxes, of 

the year under renegotiation 

(6) Allow same dollar profit on 

sales equivalent to base period 

(7) Allow ¥% or less of the base 

period percentage of profit on 
the excess sales of the year 
under renegotiation 


The performance and risk factors, 
with rare exceptions, seem to afford 
a play of not more than two or three 
per cent difference in retained net 
income. If this be so, it follows that 
the desire to expedite closings has 
led to a mere rule of thumb recogni- 
tion of the most important aspects of 
reasonable profits. 

The Act is called a Renegotiation 
Act, and is believed to have been so 
intended. Instead, administration 
has removed all earmarks of rene- 
gotiation and has substituted rede- 
termination. True enough, the con- 
tractor is afforded every opportunity 
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to present his case, originally, in the 
most persuasive manner possible 
within the confines of prescribed rou- 
tine. Once the material is in, the 
Price Adjustment Boards become 
prosecutor, judge and jury, deliver- 
ing a verdict of X dollars demanded 
as recapture of alleged unreasonable 
profits; and the Boards never (or as 
Gilbert and Sullivan would say: 
“Hardly ever’) recede from a posi- 
tion once taken. Final conferences 
seem to be an eye-wash ritual in 
which the contractor may mourn and 
wail without avail. There is no bar- 
gaining, no “give and take” as the 
result of argument concerning pre- 
liminary findings of the Board. Its 
preliminary findings constitute a fixed 
and final redetermination from which 
there is no practical escape. This is 
not renegotiation. Mr. Webster de- 
fines negotiation as “a parley or con- 
ference regarding a basis of agree- 
ment”. No agreement can be as- 
serted when the conclusion is one 
imposed by dictum. 


The success of Renegotiation de- 
pends upon general industrial accept- 
ance of the concept and upon the 
voluntary cooperation of contract- 
ors, to obtain equitable results. The 
present situation is not satisfactory: 
and Industry is not favorably dis- 
posed. Although there is strong 
sentiment in favor of outright re- 
peal among many leading manufac- 
turers, it is generally conceded that 
such action is not attainable; but 
there is a growing demand for a 
liberal fixed formula in the Renego- 
tiation Act. This too is undesirable if 
flexibility is to be retained to afford a 
basis for equitable discrimination. 
Some way should be found by legisla- 
tive enactment or otherwise to require 
a full disclosure of the basis of conclu- 
sions in all renegotiation settlements, in 
order that the fears of industry may 
be allayed, and to afford a basis for 
the correction of alleged abuse. No 
one should have anything to fear 
from a candid exposure of all the 
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War Contracts, Costs, and Profits 


facts and circumstances involved in 
any renegotiation conducted within 
the spirit of that term. 


Cost of Post-War Reconversion 


In all of the present relations be- 
tween Industry and Government, 
whether in respect of contract costs, 
federal taxes, renegotiations termina- 
tion, or otherwise, provisions for 
post-war conversion are disallowed 
with consistent inconsistency. 


Price Adjustment Board Attitude: 


In respect of Renegotiation, the 
Departments say: 

“Tt is the policy of the Depart- 
ments to disallow any such charges 
for the reasons that (1) the neces- 
sity for the reconversion may never 
arise; (2) the nature, extent, and 
cost of reconversion is too conjec- 
tural to warrant present determi- 
nation ; and (3) the unknown dura- 
tion of the war precludes an esti- 
mate with any degree of accuracy.” 


This has all the earmarks of a self- 
serving negative perfectionism, as 
wholly wrong as the preposterous 
legend of the ostrich sticking his 
head in the sand. 


Reserve Accounting: 


In the fall of 1941, addressing the 
Massachusetts Society of C.P.A.’s., 
I took the position: 


“Practical business judgment de- 
mands immediate and reasonable 
provision for apprehended, although 
indeterminate costs, instead of ig- 
noring or deferring such charges 
to subsequent periods. Today, 
(recalling the losses and paralysis 
of the last post-war recession) 
there is undeniably present an elu- 
sive factor of impending loss which 
is directly related to the transac- 
tion of the present. Reserve ac- 
counting, despite tax disallow- 
ances, may afford the safer course. 
A survey of materials or commodi- 


ties will distinguish those which 
possess substantial hazard, in re- 
spect of each of which a suitable 
and consistent index may be se- 
lected as the basis for the measure- 
ment of the abnormal risk and po- 
tential loss at stake. From these 
factors, the establishment of an 
appropriate reserve may be deter- 
mined, created initially out of 
earnings, and to be adjusted from 
month to month through charges 
or credits in profit and loss”. 


Institute Pronouncement: 


Accounting Research Bulletin No. 
13, issued in January, 1942, reiterated 
the previously expressed view of the 
Committee on Accounting Procedure : 


“It is plainly desirable to pro- 
vide, by charges in the current in- 
come statement, properly classi- 
fied, for all foreseeable costs and 
losses applicable against current 
revenues, to the extent that they 
can be measured and allocated to 
fiscal periods with reasonable ap- 
proximation. In applying this prin- 
cipal to special reserves for war 
costs and losses, experience dur- 
ing and following the first world 
war and recent well-defined social 
trends should be taken into ac- 
count. The charges for which the 
reserves have previously been cre- 
ated should be applied against the 
appropriate reserves, and any un- 
used portion thereof should be 
dealt with in accordance with gen- 
eral practice relating to correc- 
tions of estimates made in prior 
years.” 


Elsewhere, Bulletin No. 13 said the 
utilitarian concept of accounting 
should prompt and encourage the 
establishment of such special re- 
serves for cost and losses arising out 
of the war. It also stressed the long- 
range importance of Government rec- 
ognition of such provisions as more 
truly measuring real income, and 
emphasized the importance of con- 
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serving assets. The Bulletin listed 
eleven typical costs and losses aris- 
ing out of the war for which reserves 
must or may be provided. It is 
largely through these reserves that 
the stability, liquidity, and vigor of 
Industry at the close of war may be 
assured; thereby enabling sound re- 
sumption of civilian commerce. 


The Trend in Washington: 


There have been numerous con- 
ferences in Washington on the sub- 
ject. The recent Truman Commit- 
tee report expressed approval of 
post-wat conversion reserves. The 
Senate Finance Committee has shown 
some interest. The War Production 
Board, Price Adjustment Boards, and 
The Treasury have participated in 
studies. The Institute Committee 
has discussed the subject with Treas- 
ury advisors. 

It has been reported that the big- 
gest objection to the practice assumes 
that it will give additional advantage 
to companies engaged in war work 
as opposed to those which have shut 
down. The Truman Committee 
rightly pointed out: 


“It does not aid, either the 
Country, or the peacetime manu- 
facturer who has been put out of 
business, to put all wartime manu- 
facturers out of business, too”. 


There are, of course, differing de- 
grees of need for such reserves. 
Many companies like those engaged 
in the manufacture of textiles or 
tires will have relatively little recon- 
version of plant for peacetime pro- 
duction ; whereas businesses like the 
automotive companies will have tre- 
mendous jobs of rearrangement, re- 
tooling, and all related production 
engineering. Whether companies 
will re-engage in their identical pre- 
war occupations or enter new fields 
seems immaterial. The “seed money” 
idea applies in either event. Indus- 
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try must not be left prostrate, but 
must have the means to “get-going” 
in peacetime production. 


The Truman Committee concluded: 


“Sound national policy requires 
the encouragement of manufac- 
turers to set up such reserves, and 
that somewhat more liberal allow- 
ance of profit margins might prop- 
erly be made to contractors who 
create reasonable reserves of this 
character than are allowed to con- 
tractors who spend or distribute 
all profits as they are earned.” 


The matter is one of sound account- 
ing practice, demanding strong ad- 
vocacy by the Institute, particularly 
in respect of federal taxes on income. 

Although renegotiation is based 
upon profits before taxes, the Price 
Adjustment Boards, rather naively, 
protest that in order to make such 
provisions really effective they would 
have to allow amounts four or five 
times larger than actually required, 
because: if price adjustment don’t 
get you, the tax man must. 


Change Required: 


The first step required to accom- 
plish this objective is a change in the 
Internal Revenue Code permitting 
deductions from taxable income of 
provisions for post-war reconver- 
sion. Related to this change is the 
need for modification of Price Ad- 
justment Board policies, likewise 
permitting reasonable allowances for 
such reserves in the determination 
of profits to be retained by corpo- 
rations. 


Impending Amendment of the 
Renegotiation Act 


Renegotiation has probably come 
to stay for the duration of the War 
(some suspect efforts to retain it in 
the post-war period of readjustment. ) 
Meanwhile, efforts to amend the Act 
appear in many quarters. 
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War Contracts, Costs, and Profits 


The Johnson Bill: 


Legislation has been introduced 
by Senator Johnson of Colorado 
(S-922) intended to be known as the 
Renegotiation of War Contracts Act 
of 1943, proposing to exclude from 
renegotiation war business of less 
than $500,000 in a fiscal year instead 
of the present limitation of $100,000. 

The Bill requires every business, 
having annual sales in excess of 
$500,000, to file such statements of 
actual costs of production and such 
other financial statements, in such 
form and detail as the Secretaries 
shall prescribe by joint regulation. 
It provides, also, that within one 
year of such filing, the Departments 
may give notice that profits are con- 
sidered excessive, and shall fix a date 
for initial conference within sixty 
days of such notice. If such notice 
of initial conference is not given 
within sixty days of notice that 
profits are deemed excessive, the 
contractor shall not be required to 
renegotiate; and in the absence of 
notice that profits are deemed exces- 
sive, no renegotiation shall be started 
more than one year after the close 
of the fiscal year. 

The Bill contains no amendment 
extending existing interpretations of 
non-renegotiable business. 

The Price Adjustment Board would 
probably welcome the change from 
$100,000 to $500,000 enabling them 
to skim the cream and forget the 
milk. Some estimate that the pres- 
ent pace may well require a half 
century to dispose of one year. 


Maximum Production and 
Profit Incentive 
The Prime Objective: 


Production of materials of War, at 
any cost, at any hazard, and at any 
sacrifice, must remain the primary 
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objective; but let us not forget that 
the War is being fought to retain 
our freedom and our way of life, 
with the hope of a peace which will 
restore these freedoms and again af- 
ford an opportunity for a sound and 
prosperous economy of free enter- 
prise. To that end, Government, as 
the servant of the people, must do 
all in its power to assure the funda- 
mental soundness of American in- 
dustry. If at all possible, industry 
must survive these torturous years 
“bloody but unbowed”, weakened 
perhaps, but without subjection to 
deliberately inflicted prostration. 


“Seed Money”: 


It is self-evident that just as the 
warrior who is well fed, well clothed, 
well shod, and well housed, is a bet- 
ter soldier in action, so too, Industry 
assured “seed money”, health, and 
vigor, is a better warrior behind the 
lines than one afflicted with anxiety 
and doubt, drained of stamina, har- 
rassed by unwarranted accusation 
and distrust. 

Reasonable profits and seed money 
are the tokens of secure and healthy 
enterprise ; the profit motive must be 
sustained to assure maximum pro- 
duction. The insidious gnawing of 
doubt, and fear of ruinous loss, can- 
not fail to reduce efficiency and 
dampen ardor, despite patriotic zeal 
to produce at any sacrifice. 


Change in Policy Required: 


Let us hope that Government will 
see these truths, and recognize the 
working capital needs of industry. 
This may be accomplished in no 
better way than by prompt change in 
the Internal Revenue Code respect- 
ing Post-War Reserves and related 
modification of Renegotiation poli- 
cies concerning reasonable allowances 
for these purposes. 
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Termination of Government Contracts 


By Major Jacos B. TAytLor 


HE subject that we are going 
to discuss this morning is one 
which requires a good bit of preci- 
sion, and reminds me of the story 
of the employer in one of these war 
contractor’s plants who was hiring 
a new man and was trying to im- 
press on him that this was precision 
work that they were doing, and told 
him the job would have to be done 
in a very fine wav—down to one 
ten-thousandth of an inch—and the 
nrospective employee didn’t seem to 
be unduly impressed, and the em- 
ployer started over again on him. 
He said, “By the way—do you know 
how many ten-thousandths there are 
in an inch?” to which the man re- 
plied: “Oh, there must be millions 
of them.” Sometimes I think that 
is the way the problem looks to us. 
Before I commence my remarks, 
may I state that they represent 
merely my personal views and that 
they should not be taken to repre- 
sent the official viewpoint of the 
War Department. 

For a variety of valid reasons, war 
contracts between the United States 
Government and contractors are 
being and will continue to be ter- 
.minated before completion. A sur- 
prisingly large number of such con- 
tracts have reached termination 
status already, so that it does not 
seem necessary to await the incident 
of “V-day” to learn through experi- 
ence the problems of termination. 
As to the day of final victory ap- 
proaches, terminations of war con- 
tracts will be made at an accelerated 
rate. Therefore, it is not too soon 
to consider the problems incident to 
termination. In fact, such considera- 
tion would seem, at this juncture, to 
be a pressine and imperative need. 
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The Major Proportions of the 
Termination Problem: 


With termination of war contracts 
on ”V Day,” there will arise the 
urgent need to speed reconversion to 
peacetime operations. This will re- 
quire that the working canital of 
the contractor which is tied up in 
proposed termination settlements be 
returned to him as quicklv as pos- 
sible so that he might proceed to 
convert to his regular business oper- 
ations without delay. Upon the 
speed of reimbursement and the 
equitv of the settlement will depend 
to a large extent the length of the 
lag between the cessation of war 
production and the full resumption 
of regular operations. 

In respect to the termination of 
fixed-price supply contracts, at least 
the following considerations will 
arise: 


(a) The disnosal of the tools, 
equipment, facilities and inventories 
in the hands of the contractor. 


(b) The need for immediate con- 
sideration of the contractor’s proposed 
settlement arising out of termina- 
tion and the speedy and final closing 
of this matter. 


(c) The need for equitable con- 
sideration of the contractor’s pro- 
posed settlement so that a portion 
of his capital will not be lost to him 
because of circumstances (termina- 
tion) wholly beyond his control. 


The proper sale and allocation of 
tools, equipment, facilities and in- 
ventories (belonging to the United 
States Government as a result’ of 
the prosecution of the war) in such 
a way as disturb the economy to the 
least degree, are matters for special 
consideration as a part of some gen- 
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eral over-all plan for post-war opera- 
tion of industry. While not mini- 
mizing the importance of such 
considerations, their treatment and 
discussion cannot properly be dealt 
with here. 

From the accounting viewpoint, 
the necessary procedures to provide 
for an equitable determination of 
the amount due to the contractor as 
a result of terminating a contract 
before completion and to secure 
speedy reimbursement after such de- 
termination, are matters weighted 
with importance and fraught with 
implications of great interest. There- 
fore, the immediate attention of the 
accountant should be directed to 
these mattters. 


The Standard Termination Article: 


War Department Procurement 
Regulations (paragraph 324) require 
that every lump-sum supply con- 
tract, with minor exceptions, con- 
tain an article for the termination 
of the contract at the convenience 
of the Government. Among other 
things, this article provides: 

(a) For the reimbursement of the 
contractor for all actual expendi- 
tures and costs with respect to the 
uncompleted portion of the contract. 

(b) For paying the contractor a 
profit on the uncompleted portion 
of the contract. This profit allow- 
ance is based upon the contracting 
officer’s estimate of the rate of profit 
which would have been realized if 
the contract had been completed. It 
also requires a determination of the 
percentage of completion of the un- 
completed portion of the contract. 

(c) For paying the contractor, 
with the approval of the contract- 
ing officer, costs incurred after the 
date of termination and costs of 
settlement of the contract. 


The termination article provides 
for a settlement through negotia- 
tion of the amounts due with re- 
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spect to the uncompleted portion 
of the contract. In such a case, the 
contracting officer is given wide 
powers in working out a fair settle- 
ment with the contractor for the 
amount due on the uncompleted 
portion of the contract. The article 
specifically provides, also, that the 
contracting officer shall include in 
such settlement “such allowance for 
anticipated profit with respect to the 
uncompleted portion of the contract 
as is reasonable under all the cir- 
cumstances.” 


The Inventory Basis of Settlement: 


Where the cost accounting rec- 
ords of the contractor are such that 
the cost of the uncompleted portion 
can readily be obtained, the pro- 
posed settlement of the contractor 
may be based on the inventory at 
the date of termination. Raw ma- 
terials on hand and work-in-process 
will be costed, and to this total will 
be added the contracting officer’s 
estimate of the profit applicable to 
the uncompleted portion of the con- 
tract. This amount, together with 
approved post-termination costs and 
those necessary to settle the con- 
tract, will constitute the proposed 
settlement. It is assumed that all 
completed items will have been de- 
livered before the proposed settle- 
ment is presented. Therefore, these 
items will not be included in the 
inventory. 

Where the contract is well along 
toward completion, the inventory 
basis of presenting the proposed 
settlement has its greatest effective- 
ness. The complexities of comput- 
ing the percentage of completion are 
greatly reduced and the possibilities 
of error and inequity in this com- 
putation likewise diminish. At this 
stage, also, the experience under the 
contract is so great that the deter- 
mination of cost becomes more sim- 
ple and more accurate. The effect 
of high-starting-load costs, such a 
large factor in the early stages of 


443 





The New York Certified Public Accountant 


the contract, lessens as the contract 
nears completion. However, in the 
early stages, where very little prod- 
uct if any has been completed, the 
inventory basis has many limita- 
tions. Cost allocations are difficult 
to make and preparatory and start- 
ing-load costs tend to have an un- 
due influence in such determinations. 
As in the case of the formula settle- 
ment under the standard termina- 
tion article, the use of the inventory 
basis may present some difficult 
accounting complexities. Foremost 
among these is the necessity of com- 
puting the cost of the uncompleted 
portion of the contract. This, of 
course, requires a separation of the 
costs incurred under the contract be- 
tween the completed and uncom- 
pleted portions. Except in the cases 
where the cost accounting records 
are of such excellence that this in- 
formation can be secured readily, 
the separation of costs incurred be- 
tween the completed and uncom- 
pleted portions of the contract is 
a difficult task to accomplish. 

In order to segregate the costs 
of the completed and uncompleted 
portions, it becomes necessary to de- 
termine the percentage of comple- 
tion of the contract. It is obvious 
that costs incurred should not, in 
all cases, be related to the total esti- 
mated cost of the contract to deter- 
mine the proper percentage of com- 
pletion. In other cases, gross in- 
equities to the contractor may result 
if the percentage of completion is 
determined solely on a unit basis. 

With these difficulties present in 
many terminations, a basis of settle- 
ment which does not involve such 
complexities should be selected for 
the applicable cases. 


The Total Cost Basis of Settlement: 


By virtue of the fact that the 
termination article provides for a 
negotiated settlement, it is possible 
to avoid the rigid formula settle- 
ment with its difficulties of cost 
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separation. Inasmuch as the con- 
tracting officer has the right to de- 
termine the amount of the settle- 
ment due to the contractor on the 
basis of negotiation with him, he 
may select some other suitable basis 
of cost determination. 

As a guide to the contracting offi- 
cer in effecting a negotiated settle- 
ment, there has been evolved in the 
War Department the total cost basis 
of settlement. In its essence this 
basis comprises the following: 

(a) Determination of the total 
cost of the contract to the date of 
termination (excluding claims of 
subcontractors and vendors and the 
estimated cost of settling commit- 
ments of the contractor. These are 
dealt with separately). 

(b) To this should be added an 
amount for profit. The contracting 
officer, taking into consideration all 
of the evidence which would indi- 
cate what profit, if any, would have 
been earned had the contract been 
completed, negotiates a fair rate of 
profit in the settlement. Before ap- 
plying the negotiated rate of profit 
to the total contract costs, there 
should be excluded therefrom such 
items as the cost of standard raw 
materials in the inventory totally un- 
processed at the date of termina- 
tion, and similar items which repre- 
sent work not warranting a profit 
allowance thereon. 

(c) From the sum of the total 
costs and the profit determined by 
use of the negotiated rate, the amount 


.of the payments already made and 


to be made are deducted. The bal- 
ance is the indicated equitable settle- 
ment for the uncompleted portion of 
the contract before deductions for 
disposal credits and excluding ven- 
dors’ and subcontractors’ claims. 

The amount of the negotiated 
settlement, exclusive of costs in- 
curred after termination, when added 
to the payments previously made or 
to be made, is limited by the total 
amount of the contract. 
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The total cost basis of settlement 
may be the more acceptable method 
to use in the early stages of the con- 
tract. Providing that only properly 
determined and allowable costs are 
used in the computation, the total 
cost basis may give a highly accu- 
rate determination of the amount 
of the claim. The computation is 
relatively simple and, since many 
contracts are being terminated in 
the early stages for one reason or 
another, the total cost basis seems 
likely to find favor in these cases. 

Where a contract has run for a 
considerable period of time with a 
high percentage of completion, the 
advantages of the over-all cost basis 
tend to diminish. In this case, this 
computation may be used as a check 
on the amount of the claim deter- 
mined under the inventory basis. 
However, the computation of total 
cost for a contract nearly complete 
may be more cumbersome than cost- 
ing the inventory and thus determin- 
ing the claim. 

It would seem, therefore, that the 
selection of the total cost basis or 
the inventory basis would depend 
on the circumstances of the indi- 
vidual case. Neither basis is com- 
pletely satisfactory for all cases, yet 
each is adapted for certain particu- 
lar situations. Therefore, the con- 
tractor has available to him a choice, 
and his proposed settlement may be 
presented on whatever basis he be- 
lieves will be more complete and 
equitable. 


The Negotiated Rate of Profit: 
With the contracting officer possess- 
ing the right to negotiate a settle- 
ment, it is thought desirable for him 
also to negotiate the rate of profit. 
The profit which would have been 
earned under the contract had it 
been completed might, in some cases 
be so high as to result in renegotia- 
tion proceedings. It seems futile, 
therefore, to use such a rate and as 
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a result consummate a settlement 
which would seem inevitably to lead 
to a refund through such renegotia- 
tion. It would be wiser, therefore, 
for the contracting officer to nego- 
tiate a rate which is lower than the 
indicated rate and low enough to 
avoid later refund. 

Where the contractor has more 
than one contract, the contracting 
officer should determine whether 
losses on other contracts may offset 
a large profit on the terminated con- 
tract. Renegotiation would not be 
so likely to occur in this latter case, 
and it may be undesirable to nego- 
tiate a rate which is appreciably 
lower than the indicated rate. 

The negotiated rate should not be 
higher than the indicated rate, but 
may be lower as the circumstances 
may require, especially where—as 
was suggested before—later rene- 
gotiation proceedings might require 
a refund. 





(d) The use of the negotiated rate 
to combine the element of renegotia- 
tion with that of termination will 
be more effective where all of the 
contracts of a contractor are being 
terminated at one time. In this case 
the proper determination of the com- 
bined settlement is imperative and 
the right of the contracting officer 
to negotiate the rate of profit will 
be most helpful. However, as in 
the case of the selection of the basis 
of settlement, the exercise of good 
judgment by the contracting officer 
will be a paramount requisite. 


Computation of Indicated Equitable 
Settlements for the Uncompleted 
Portion of Contract: 


To illustrate the application of 
the proc dures outlined in the fore- 
going, tne computation of the indi- 
cated equitable settlement for the 
uncompleted portion of the contract 


follows: 
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Total contract costs incurred (ex- 
cluding claims of subcontractors) 1,000,000 
Negotiated rate of profit—8%... 80,000 


Ma Se fe $1,080,000 


Deduct : 
Payments to be made for 
completed and delivered 
units 
Payments to be made for 
for completed units not 
delivered 


$600,000 


58,000 





Total payments made 
and to be made... 


$658,000 


Indicated equitable settle- 
ment for uncompleted 
portion of the contract 
before deductions for 
disposal credits and ex- 
cluding vendors’ and 


subcontractors’ claims. $422,000 


Nore: In the above example, it has been 
assumed that the contracting officer does not 
feel that it is necessary to exclude from the 
cost base to which the agreed percentage of 
profit is applied any items of cost on the 
ground that they do not represent substan- 
tial work for the contractor. If the contract 
costs include any allowance for special obso- 
lescence, a deduction should be made from 
the cost base for the purpose of computing 
the allowance for profit. 


Losses Sustained: 


A contract may be terminated at 
a juncture at which it is clearly in- 
dicated that a loss would have been 
sustained if the contract had been 
completed. It is not the intention 
to “bail out” the contractor for the 
losses sustained on the completed 
portion of the contract. However, 
inasmuch as Procurement Regula- 
tions 324 provide that the contractor 
should receive reimbursement for 
one hundred percent of his costs for 
the uncompleted portion of the con- 
tract, no part of an indicated loss 
may properly be assigned to the un- 
completed portion. 

The computation of the indicated 
equitable settlement for the uncom- 
pleted portion of the contract where 
a loss is estimated to have taken 
place on the completed portion is 
illustrated below. The total of the 


payments made on the contract and 
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those to be made for completed units 
should be converted to the indicated 
cost of the completed units repre- 
sented by these payments, by appli- 
cation of the indicated percentage 
of loss. This converted cost will 
then be deducted from the total con- 
tract costs to date of termination to 
ascertain the indicated equitable set- 
tlement for the uncompleted portion 
before deductions for salvage and 
excluding vendors’ and subcontrac- 
tors’ claims. This may be illustrated 
as follows: 

Assume an indicated loss of 6% on 
the cost of the entire contract: 
Payments made and to be 

made for completed portion $658,000— 94% 
Indicated cost of completed 
700,000—1007% 


portion (A) : 
Total contract costs incurred to 


date of termination........... 1,000,000 
Indicated cost of completed por- 
TOE Oc eiscs pcs ersipie ae etee ast 700,000 
Indicated equitable settlement for 
uncompleted portion before de- 
duction for disposal credits and 
excluding vendors’ and subcon- 
fTACCOIS  CLALINS +s o:s60-s.6s<504:0'0 $ 300,000 
Total payments to the contractor 
plus the indicated amount of 
the settlement would then be: 
Payments made and to be made 
for completed portion ........ $ 658,000 
Indicated equitable settlement for 
uncompleted portion.......... 300,000 
Total payments and settlement... $ 958,000 
Proof 
Total contract costs to date of 
PEENMBGHON, <6 oickesiceesiseesic’ $1,000,000 
Less: Indicated loss applicable 
to the completed portion 
—6% of $700,000....... 42,000 


Indicated payments (as above).. *$ 958,000 


* Before salvage deductions and excluding 
claims of subcontractors and vendors. 


It will be noticed in this illustra- 
tion that no loss was computed for 
the uncompleted portion. This is in 
line with the provisions of Procure- 
ment Regulations 324 cited above. 

It should be pointed out, in pass- 
ing, that it is not always easy to 
determine whether or not a loss 
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would be indicated if the contract 
were to be completed. There may 
be high non-recurring preparatory 
expenses and other “starting load” 
costs. It may be that these costs 
should be spread over the entire con- 
tract for the purpose of determining 
the profitableness or otherwise of 
the completed portion. Employee 
training and the adapting of even 
skilled employees to a new product 
may result in higher costs in the 
early stages. In other cases, the 
“break-even point” may not be reached 
until a large part of the contract is 
completed and the profit earned may 
be realized, if at all, late in the life 
of the contract. In still other cases, 
it may be difficult to determine that 
the contractor would ever reach the 
break-even point by the end of the 
contract. 

As a general rule, however, indi- 
cated losses on the completed por- 
tion will be treated as set forth in 
the foregoing illustration. 


The War Department Termination 
Accounting Manual For Fixed- 
Price Supply Contractors: 


There is presently being prepared 
in the Fiscal Division, Headquar- 
ters, A.S.F., a termination account- 
ing manual for fixed-price supply 
contracts. 

This manual, when completed and 
finally approved for publication, will 
be designed to assist the contract- 
ing officer and the accounting staff 


aiding him in dealing with termina- - 


tion problems of fixed-price supply 
contracts where settlements are on 
a negotiated basis. The reports pro- 
duced as a result of following the 
accounting and auditing procedures 
in the manual are intended to be 
advisory only and to serve as a 
guide to the contracting officer. His 
is the final authority and the com- 
plete responsibility for negotiating 
a settlement with a contractor. How- 
ever, it is obvious that he will need 
a great deal of auditing assistance, 
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as many detailed, complicated ac- 
counting problems will arise in ter- 
mination settlements. 

The War Department auditors, 
on the other hand, may have been 
spending a large part of their time 
and energy auditing cost-plus-a- 
fixed-fee contracts. Suddenly they 
may be confronted with the neces- 
sity of meeting the exigencies of 
fixed-price terminations and their 
proper and equitable settlement. If 
these auditors are to be able to 
assist the contracting officer in se- 
curing the proper information to 
effect termination settlements, they 
must be furnished with guides and 
a set of audit procedures and tech- 
niques suitable for the purpose and 
based upon a sound underlying 
philosophy. 

The proposed manual is being pre- 
pared to meet these needs. In its 
present form it has progressed far 
enough along toward meeting these 
objectives that the Ordnance De- 
partment has adopted it and made 
it a part of Ordnance Procurement 
Instructions. In this form and under 
these auspices, the manual will be 
given a test as to adequacy and 
sufficiency in the settlement of a 
great many current terminations. 
With such a laboratory and out of 
such experience it is hoped will be 
gained the information and knowl- 
edge necessary to meet the gigantic 
auditing program which will be cre- 
ated at “V day.” Thus the long view 
is being taken and, while there is 
yet time, ample thought is being 
given to many troublesome consider- 
ations which are sure to arise en 
masse later. It is the hope and the 
present plans that when “V Day” 
arrives the service auditors will be 
aware of the accounting problems 
incident to fixed-price terminations 
and thoroughly conversant with the 
procedures necessary to effect equit- 
able settlements. This, then, is an 
objective which it is desired to meet 
through the Termination Account- 
ing Manual. 
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Determination of Allowable Costs: 

Before negotiation can properly 
take place and before a determina- 
tion of total contract costs can be 
made, some agreement: must be had 
concerning certain items of cost. 
While TD-5000 was adopted in tlie 
preponderance of cost-plus-a-fixed- 
fee supply contracts, its use is re- 
stricted to that type of contract and 
it does not apply to the determina- 
tion of cost in connection with fixed- 
price contracts. The proposed manual 
sets forth the basis for the deter- 
mination of allowable costs. It is 
significant that while the informa- 
tion is presented as a guide, the 
point is nevertheless made that the 
determination of allowable costs is 
placed in the hands of the contract- 
ing officer as required by the Ter- 
mination Article. 

This article provides that costs 
should be allowed which are incident 
to and necessary for the performance 
of the contract, are reasonable in 
amount and are stated in accordance 
with recognized accounting practices. 
The unusual items which are included 
in the determination of allowable 
costs comprise the following: 

(a) A proper proportion of insti- 
tutional advertising may be allowed. 

(b) Experimental and _ research 
expenses may be allowed to the ex- 
tent that the contracting officer finds 
that such expenses are applicable to 
the contract in accordance with rec- 
ognized accounting practice. 

(c) A proper proportion of fran- 
chise and excise taxes, including the 
declared value Federal capital stock 
tax but not the declared value excess 
profits tax, may be allowed as de- 
termined in accordance with recog- 
nized accounting practice. 

(d) Accounting, legal, clerical and 
other expenses in connection with 
the discontinuance and termination 
of the contract and subcontracts 
thereto, other than in connection 
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with litigation of claims against the 
Government, may be allowed. 

(e) A provision for costs of de- 
signing and producing special tool- 
ing (including but not limited to 
costs of special tooling of the type 
of jigs, dies, fixtures, patterns and 
similar items) may be allowed to 
the extent that the controlling officer 
finds that such costs, in accordance 
with recognized accounting prac- 
tices, are properly allocable to the 
contract. 

(f) Wartime obsolescence “may 
be allowed to the extent that the 
contracting officer finds that the 
facility in question was acquired for 
the performance of the contract, or 
the contract and other contracts, and 
the loss in useful value has in fact 
clearly occurred and is properly al- 
locable to the terminated contract 
and provided the contractor agrees 
to protect and does protect the in- 
terest of the Government in such 
cases by transfer of title to the Gov- 
ernment by stand-by agreement or 
any other manner judged to be ap- 
propriate by the contracting officer.” 

In no event shall the aggregate of 
amounts aliowed for special tooling 
and wartime obsolescence “be great- 
er than the contract price payable, 
if the contract had been completed, 
less the amount of all costs which the 
contracting officer estimates would 
have been required to perform the 
contract completely excluding these 
two special allowances”. 

Items excluded as allowable items 
of cost include: 

(a) Losses on other contracts, 
losses from sales or exchanges of 
capital assets, legal and accounting 
fees in connection with reorganiza- 
tions, anti-trust litigation and prose- 
cution of Federal income tax claims 
or other claims against the Govern- 
ment, losses on investments, provis- 
ion for contingencies, fines and pen- 
alties arising from failure to perform 
Government contracts. 


August 








ry > mm Os os - oF 


ee oe 


a eae eee ee 











Termination of Government Contracts 


(b) The expense of conversion of 
the contractor’s facilities to uses other 
than performance of the contract. 

(c) Expenses found by the con- 
tracting officer to be due to the 
negligence or wilful failure of con- 
tractor to discontinue with reason- 
able promptness the incurring of 
expenses after the effective date of 
the discontinuance notice. 

(d) Costs found by the contract- 
ing officer to have been incurred in 
respect to facilities, materials or 
services purchased or work done in 
excess of the reasonable quantitative 
requirements of the contract after 
fair allowance for spoilage in manu- 
facturing. 

(Let me say that we probably 
could spend days talking about this 
question of cost determination. It 
is one of the most fascinating and 
interesting phases of contract ter- 
mination. It is simple to state that 
the contractor will be reimbursed for 
costs incurred in respect to the un- 
completed portion, but it may be 
quite another matter to determine 
what those costs are. All that I have 
been trying to do here is to indicate 
what some of the problems are in 
their larger outlines). 


The Need for Contractors to Prepare 
for Termination Through Their 
Accounting Records: 


Through the publication of the 
proposed termination audit manual, 
contractors will be apprised of the 
nature of the accounting problems 
arising out of the termination of 
fixed-price supply contracts before 
completion. To anticipate the prob- 
able necessities of such terminations, 
contractors should, in the light of 
this information, accumulate their 
accounting data accordingly. Speed 
of reimbursement and equity of set- 
tlement will be greatly facilitated if 
the accounting information required 
for a negotiated settlement is easily 
obtainable. The demands of “V 
Dav” will produce a monumental 
problem with which the War De- 
partment auditors must cope. The 
War Department is taking the long 
view in preparing now for contract 
terminations at the end of the war. 
If the contractors match this with 
their readiness in an accounting 
way, the desire for speedy, equit- 
able and orderly termination settle- 
ment will become an actuality. 








HAVE YOU MADE YOUR CONTRIBUTION TO 


THE AMERICAN RED CROSS 
WAR FUND? 
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Termination of Contracts for the Conveni- 


ence of the Government 
Broap, C.P.A. 


By SAMUEL J. 


HE subject of “Termination of 

Contracts for the Convenience 
of the Government” is a very impor- 
tant one. The Chairman has told 
you that possibly it is the most im- 
portant subject to be dealt with at 
this meeting. I don’t think he is ex- 
aggerating in the least bit. Major 
Taylor said something along the 
same lines, and I don’t think he has 
exaggerated either. 

Based on figures in the Truman 
Committee report, there would seem 
to be some 85,000 contractors en- 
gaged in war work. Many of them 
have a great number of individual 
¢contracts, and it has been estimated 
that the number of contracts will run 
into seven figures. Based on war- 
production figures these contracts 
may possibly involve as much as 100 
billion dollars. That is the magni- 
tude of the problem we are consider- 
ing today. 

When V Day comes and there is a 
general termination of Government 
contracts we face the danger of a dis- 
location of industry. A great pro- 
portion of the assets of the country 
will be tied up in Government work, 
and if we are to proceed in an orderly 
way to a peacetime economy, to 
civilian production, we have to find 
some means by which these assets 
can be realized—by which business 
men can get money to meet their 
payrolls, and to finance the conver- 
sion back from wartime to peacetime 
production. 

Questions relating to termina- 
tion of contracts must be viewed 
from two standpoints: from the 
standpoint of business, and from the 
standpoint of ourselves and others 
as taxpayers who pay the bill. I 
think we can start with certain theses. 
The first is that business which places 
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its resources, its organization, its 
energies and its facilities at the ser- 
vice of the Government to produce 
needed goods is entitled to get out 
whole and with a reasonable profit. 
Upon termination of a contract bus- 
iness also is entitled to as definite 
and uniform a method of settlement 
as possible, and is entitled to prompt 
payment. 

I think that as taxpayers we can 
agree to this thesis on the ground 
that it will promote the public inter- 
est. But we also believe that the 
Government should protect us, as 
taxpayers, against extravagant and 
unreasonable claims and against im- 
prudent acts of business. 

The standard type of termination 
clause contains two alternative bases 
of settlement. One is the provision 
for a negotiated settlement, and the 
second is the alternative provision 
for settlement under a prescribed 
formula. 

Considerable discretion is given 
to the contracting officer under the 
negotiated settlement and, while 
he is not bound by the formula, it 
is a measure or guide to him as to 
what a fair settlement might be. We 
can heartily approve a negotiated 
settlement, but if we are to have a 
negotiated settlement, some defini- 
tion of policy is necessary. Manage- 
ment must know where it stands; 
there must be a definiteness and un- 
iformity in the principles applied in 
making the settlement. The policies 
and principles adopted must be fair 
and should be stated in terms suffi- 
ciently general to be of general ap- 
plication. They must be of a char- 
acter which will be acceptable to 
business if business is to agree to 
the inclusion of a uniform termina- 
tion clause in its contracts. 
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There are then certain basic re- 
quirements: first, fair policies, clear- 
ly stated and understood; second, 
prompt and fair administration of 
those policies; and, third, prompt 
settlement. Efforts are being made 
in all these directions—important 
efforts—and some of them are near- 
ing completion. 

The Procurement Policy Division 
of the War Production Board has 
been working for some time on a 
standard termination clause. This 
Division is made up of representa- 
tives of the Army, the Navy, the 
Treasury Procurement Division, the 
Maritime Commission, and other de- 
partments of the Government. They 
have already prepared a number of 
successive drafts of a standard ter- 
mination clause in which a number 
of matters of policies have been 
dealt with. Also, as you know, the 
Ordnance Department of the United 
States Army has issued a manual in 
which some of the settlement poli- 
cies have been set forth. The Ord- 
nance Department needed a state- 
ment for its own administration and 
its manual was as up-to-date as it 
could be at the time of issuance. 
Portions of the manual were pub- 
lished in ‘““The Journal of Account- 
ancy” for May 1943. Major Taylor 
has also told us today more about 
the further views of the War De- 
partment. 

The general principle, outlined by 
Major Taylor, of making the settle- 
ment on the basis of the total cost 
of the contract plus a profit and with 
a deduction for shipments made and 
paid for, has many advantages. The 
reason for adopting it, of course, is 
the frequent difficulty of allocating 
costs between the completed portion 
of a contract and the uncompleted 
portion. In some cases, however, I 
do not think it will necessarily be 
the best or fairest method of settle- 
ment. One objection to it which has 
been raised, is that it may have the 
effect of changing, or renegotiating, 
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the profit which has been already 
realized by being included in prices 
charged for work already done. 


The rate of profit, under the War 
Production Board’s standard ter- 
mination clause as I understand it, 
will probably be a_ predetermined 
rate agreed upon in advance with 
the contractor. Under the Ordnance 
Department manual, the rate of profit 
is a matter to be negotiated between 
the contracting officer and the con- 
tractor, based upon all the evidence 
available. It is pointed out in the 
Ordnance Department manual that 
the profit will still be subject to re- 
negotiation. However, I understand 
that under a regulation which has 
recently gone through termination 
settlements may be excluded froin 
renegotiation. 

I think the total-cost-plus-profit- 
minus-payment-on-account basis may 
be a desirable one to adopt where 
necessary, 1.e., where an accurate 
distribution of costs between com- 
pleted and incompleted work cannot 
be made. On the other hand, a com- 
pany with an adequate cost system, 
which can apportion its costs of 
shipments already made as against 
shipments not made, should also 
have the right to continue to use cost 
figures and not be forced to reopen 
the whole question and start again 
from the beginning. 

There are, however, in other cases 
certain advantages to the method set 
forth in the manual. The allocation 
of costs and profits to early deliv- 
eries is often very difficult to make 
and the profits shown are not always 
indicative of the real profit, particu- 
larly in a contract which has not 
progressed very far, and more par- 
ticularly in the case of a company 
manufacturing new items. The 
initial costs in those cases are high. 
Labor has to be trained and high 
labor costs result from early ineffi- 
ciency. Where a loss may be indi- 
cated in the early stages of the con- 
tract, there may eventually turn out 
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to be a profit. Management has 
shown that ability in the past, and I 
think it is only fair that recognition 
should be given to it in any settlement ; 
this the method prescribed by the 
manual does. 


Another item of policy set forth in 
the manual which I think is still 
worthy of further consideration is 
the allowance for war obsolescence. 
It is not called “War obsolescence” 
in the manual, but loss of value due 
to the termination of the contract. 
The manual provides for allowance 
for normal depreciation and normal 
obsolescence due to change in the 
art, which is the same definition for 
practical purposes which the Treas- 
ury Department uses for tax pur- 
poses ; and then it goes on to provide 
that loss of value of the property 
and equipment due to termination of 
contract may be allowed, provided it 
is shown to the satisfaction of the 
contracting officer that the loss of 
value has actually occurred, that it 
is related to the contract or con- 
tracts, and that it is determined in 
accordance with recognized account- 
ing practice. The allowability of the 
loss is not necessarily dependent 
upon the acquisition of the plant for 
the specific contract; it is related to 
“the contract and other contracts.” 

There is a proviso, however, that 
the total amount of the loss allow- 
able is limited by the aggregate 
amount of the contract. It may well 
be that there will be cases where a 
company has gone ahead and ex- 
pended money on the strength of re- 
ceiving a small or initial portion of a 
contract with the understanding it is 
to get a larger contract later, which 
due to the termination of the war it 
may never get. A suggestion has 
been made that there should be some 
recognition of informal contracts, 
and I think this suggestion is of par- 
ticular importance in connection 
with the limitation placed on allow- 
ances for war obsolescence of plants. 
A lot of contractors start work and 
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spend money on the strength of a 
notice of intention. Perhaps some- 
times there is something even less 
formal than that; there may be a 
small contract first with the expecta- 
tion, or practically the assurance, 
that a larger contract will be forth- 
coming later. So a limitation of the 
allowable loss on war facilities to the 
amount of a particular contract may 
work an injustice in some cases. 

The cost of reconversion back to 
peacetime work is specifically dis- 
allowed in the manual. To my mind 
the cost of reconversion back to 
peacetime work is just as much a 
cost of the war effort as the original 
cost of conversion from civilian pro- 
duction to war production; and 
there is just as much reason for al- 
lowing it. The latter, of course, has 
been allowed as part of the cost in 
cost-plus contracts, and other con- 
tracts. There is also the allied ques- 
tion of severance allowances which 
may also have to be made in many 
cases in connection with the end of 
the war and cancellation of con- 
tracts. If we accept the theory that 
business is entitled to get out whole 
with a reasonable profit where it has 
adequately supported the war effort, 
I think we should seriously consider 
whether business should be required 
to absorb reasonable costs of this 
nature out of its own resources. 

One of the most difficult problems 
in connection with termination of 
contracts is the examination of sub- 
contractors’ claims. The responsi- 
bility for the settlement with the 
subcontractor is obviously that of 
the prime contractor. The Ordnance 
Department manual indicates a will- 
ingness on the part of the Govern- 
ment to authorize settlements with 
subcontractors on the same basis as 
settlements between the Government 
and the prime contractor. 

Of course we all recognize that 
the contract rights of the subcon- 
tractor are based on the contract it- 
self. He has certain civil rights 
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which cannot be taken away from 
him. It is thus logical for the prime 
contractors to be required to nego- 
tiate the settlements of subcontrac- 
tors’ claims; but as a practical matter, 
I think that the Government, which 
eventually pays the bill, will require 
to take an important part in such 
settlements. And I think that many 
subcontractors would prefer to settle 
directly with the Government if the 
choice could be given them. 

First of all, prime contractors are 
usually not equipped to make an 
audit, and the claims should be ex- 
amined if they are material. That is 
necessary for the protection of the 
Government. 

Secondly, the distances and the 
territory over which subcontractors 
are spread would result in quite a 
hardship for the prime contractor if 
he had to provide the necessary or- 
ganization to get around and make 
the examinations. 

Thirdly, individual subcontractors 
often deal with many prime contrac- 
tors, and this would mean many ex- 
aminations by many concerns, itself 
a great hardship to the subcontractor. 

Fourthly, subcontractors very often 
will not be willing to open up their 
books and records to prime contrac- 
tors with whom they expect to have 
continuing business relationships, 
and the necessity for examinations 
by prime contractors will result in 
delays in reimbursing the subcon- 
tractor. 

Finally, the prime contractors, 
whose claims as such will be ex- 
amined by the Government directly, 
are themselves in many cases also 
subcontractors. 

The present procedure is that the 
contractor gives a certificate regard- 
ing a subcontractor’s claim, stating 
the amount of the claim, that he 
thinks it is fair, and that it is one he 
would pay himself if he were not to 
be reimbursed by the Government; 
but he makes no warranty as to the 
accuracy of the claim. The regula- 
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tions provide that a subcontractor 
shall be notified that his claim is sub- 
ject to audit by the Government. 

Thus, as a practical matter, broad 
participation by the Government in 
the examination of subcontractors’ 
claims will probably prove neces- 
sary when any general termination 
of contracts is involved. It is par- 
ticularly desirable in certain cases, 
and I think perhaps if it should be 
limited to those cases alone it might 
be well worthwhile. It is desirable 
in cases in which a contractor is also 
a subcontractor, because he has at 
least two contracts in that case. His 
claim as prime contractor will re- 
quire to be examined in any event. 
It is desirable where two or more 
subcontracts are terminated simul- 
taneously, because the allocation of 
costs between the subcontracts then 
loses some of its importance. It is 
desirable where subcontracts exceed 
a specified sum—shall we say $5 mil- 
lion, or whatever figure may be 
thought appropriate ?—in order to pro- 
tect the Government. It is desirable 
where delay in examining subcon- 
tractors’ claims would be detrimental 
to the Government or detrimental to 
the subcontractor. And it is desir- 
able also where the contractor is un- 
able to make the examination or the 
subcontractor is unwilling to have 
him make it. 

If the uniform termination clause 
is widely accepted for contracts 
between subcontractors and prime 
contractors, the policies set forth in 
the uniform termination clause would 
of course apply there too. The great- 
er the uniformity in the terms of 
settlement, the better I think it will 
be because the allocation of joint 
costs to a number of different con- 
tracts loses much of its importance 
when several contracts are termin- 
ated at one time provided they are 
settled under a single formula. That 
of course is a further reason that the 
policies underlying any uniform ter- 
mination clause be such as will be 
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regarded by business men generally 
as fair and acceptable. 

In addition to uniformity of the 
policies to be applied in negotiating 
settlements, it is important that we 
also have uniformity in the applica- 
tion of those policies. There should 
be uniformity between different de- 
partments of the Government: the 
Army, the Navy, etc.; and the Pro- 
curement Policy Division of the War 
Production Board is working in that 
direction. The contracting officer, 
or the corresponding officer in the 
case of the other departments of the 
Government, is given very substan- 
tial authority. Of course that is nec- 
essary ; government sovereignty can- 
not be delegated, and somebody has 
to represent the government. How- 
ever, in the event that the contractor 
and the contracting officer are not 
able to arrive at a mutually satis- 
factory settlement the contracting 
officer determines the settlement on 
the basis of the prescribed formula. 
There is no appeal from his decision, 
except to the head of his particular 
department, and to my mind that is 
not very much in the way of an 
appeal. 

It has been suggested—and I 
think the suggestion is a good one— 
that there should be a board of con- 
tract settlement—something similar 
to what we have in the case of rene- 
gotiation—whereby the particular 
contractor’s case will be assigned to 
the department of the Government 
most interested, so that all settle- 
ments will be made by the one 
agency. Some similar board could 
well be organized to which the con- 
tractor would also have the right of 
appeal—some board independent of 
any particular agency of the Govern- 
ment. However, even if such a board 
acted only as an advisory or consult- 
ing board, its very existence should 
make for uniformity of practices 
under the established policies. 

The Ordnance Department manual 
indicates that in making negotiated 
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settlements certain elements of cost 
will not carry any allowance for 
profit. The two principal such items 
are amounts paid in settlement of 
subcontractors’ claims, and materials 
not processed. I think there is a 
question as to the fairness of remov- 
ing these items from the base upon 
which the profit is to be calculated. 
The original rate of profit included 
in the contract price was necessarily 
based on the total cost which would 
include all materials and all subcon- 
tractors’ work. If a large portion 
of the base for profits is to be taken 
away, I do not think it is fair to limit 
the contractor to the same rate of 
profit on the remainder, which may 
be only a small part of the total cost 
of the contract. If the original rate 
of profit had been based solely on 
processing done by the particular 
manufacturer himself, the rate prob- 
ably would have been considerably 
higher than it was when based on 
processing, plus raw materials, plus 
work done by subcontractors. Fur- 
thermore, after the cessation of hos- 
tilities, many war contractors whose 
whole organization at the present 
time is tied up on war business, will 
probably be devoting the major por- 
tion of the time of their administra- 
tive officers and the office staffs and 
engineers to the proper settlement 
of their own and subcontractors’ 
claims; and if no profit is to be al- 
lowed them on the settlements, I 
don’t know what the stockholders 
are going to live on. 

It is interesting to note that recog- 
nized accounting practices are to be 
applied by contracting officers; this 
is referred to again and again in the 
manual as one of the standards to be 
applied. I think it is a standard we 
will hear more of as we go along; it 
is an objective standard to be ap- 
plied by the contracting officer so 
that settlements cannot to the same 
extent be subject to the ideas or 
views of a particular individual. 


August 














Termination of Contracts for the Convenience of the Government 


Some of these suggestions or 
views as to underlying policies which 
I have put forward may require leg- 
islation to become effective. Legis- 
lation was necessary after the last 
war, and will I think be necessary 
again to permit of a fair settlement 
in respect to such matters as allow- 
ance of reconversion costs or the 
right of appeal. 

So far I have dealt principally 
with policies related to the settle- 
ment of claims. I would like now 
for a few minutes to speak about 
problems which particularly concern 
us as accountants and auditors. As 
I have said before, in addition to 
fair and prompt administration, 
there must be a protection for the 
Government. This brings us to the 
necessity for an examination of the 
contractor's costs. 

Obviously claims cannot be paid 
without examination. Their relia- 
bility and accuracy must be tested. 
I recently heard the number of con- 
tracts cancelled and settled in the 
Chicago Ordnance District. There 
was quite an amount of money in- 
volved. The total amount paid 
showed a fairly substantial discount 
from the total of the claims. The 
percentages in individual cases 
ranged from a very small reduction 
in some cases where the claim had 
been made up carefully, to a very 
substantial reduction in other cases 
where extravagant claims had been 
made. To my mind that is evidence, 
if any be needed, of the necessity for 
some examination of claims. The 
extent of examination, however, will 
vary with the circumstances, as in 
the case of cost-plus-fixed-fee con- 
tracts. 

Various alternatives are possible. 
First of all, we have examinations 
by the Government itself, and those 
can be in various degrees of detail. 
The simplest type would be the 
office review of a simple claim; or 
there might be an office review com- 
bined with a visit and discussions at 
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the plant; or the usual type of field 
audit on what I hope would be a test 
basis. Then there are examinations 
by independent public accountants. 

The extent of the examination will 
naturally depend upon the complexi- 
ty of the claim itself, upon its appar- 
ent reasonableness, and especially 
upon its size. The reputation of the 
contractor undoubtedly will have 
some bearing and will carry con- 
siderable weight; but, on the other 
hand, the concerns we know best 
probably will have the largest claims 
and the largest claims will undoubt- 
edly have to be audited. Whether 
payment will be made against inde- 
pendently audited figures or not, I 
think that there is no doubt that in- 
dependent audits of the claims for 
the contractor will carry consider- 
able weight with the Government. 

The extent of the information sup- 
plied by the contractor will mini- 
mize his difficulties in getting through 
with the Government examination. 
His claims should be compiled ac- 
cording to classifications which he 
carries on his books so as to be 
readily supportable, and they should 
be supported by schedules. The 
Ordnance Department manual has 
quite a section dealing with the na- 
ture of the audit by the Government 
auditors. It sets forth certain princi- 
ples with which we as auditors and 
professional accountants can hearti- 
ly concur. It recognizes the princi- 
ple of materiality. It recognizes the 
principle of test audits. It recog- 
nizes the importance of internal con- 
trol in determining the scope of the 
audit. And it emphasizes the extent 
to which judgment is necessary in 
determining the amount of detail 
which has to be checked. These 
things run right through the manual 
and I think in these respects the 
philosophy of the manual is right 
“up our alley.” 

The Government, then, must be 
protected in connection with its set- 
tlement of termination claims; but 
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the Government must organize for 
it now and not wait until the whole 
procedure falls of its own weight 
due to lack of manpower and an 
emergency arises due to the failure 
to release funds necessary for peace- 
time economy and civilian produc- 
tion. 

There is not enough accounting 
manpower in the Government for 
quick coverage in full of all claims. 
Several suggestions have been made 
as to methods to meet this difficulty. 
One is that there should be some- 
thing in the nature of an income tax 
return. That was considered by the 
War Production Board, and I don’t 
know what their final decision was. 
But the proposal was that the con- 
tractor should file a claim in the 
same way he would file an income 
tax return, and that he would be 
paid in full or in part on the basis of 
the claim filed, subject to later ex- 
amination. There would probably 
be some penalty if the claim were 
excessive bv more than a certain 
percentage. There have been vari- 
ous modifications of this suggestion, 
and I just mention one of them in 
passing. 

Another suggestion has been 
made that partial payments be made 
against reports or opinions furnished 
by certified public accountants. A 
third suggestion is that payment be 
made immediately of all items agreed 
upon, leaving disputed items for 
later settlement and negotiation. 
Of course, combinations of parts of 
these different suggestions are pos- 
sible. 

Business, too, must organize itself 
against V-Day. It should be ready 
to file claims promptly. Authentic 
and probably detailed ciaims must 
be filed before business can expect 
to receive any kind of settlement. 
This involves, then, on the part of 
business, the preparation of accounts 
in a manner suitable for determining 
the amounts of the claims and the 
costs related to war contracts. The 
Ordnance Department manual points 
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out that the extent of the informa- 
tion supplied to the Government will 
influence the type and extent of the 
examination to be made by the Gov- 
ernment. If business is to take ad- 
vantage of that provision, it must 
organize itself to meet it. 

Again, business must organize it- 
self for the ready and prompt deter- 
mination of subcontractors’ claims. 
Many of the delays in settlement 
have been due to the delays in get- 
ting subcontractors’ claims filed. 
Here again the Ordnance Depart- 
ment manual states that the extent 
of the information supplied by sub- 
contractors to the prime contractor 
should influence the extent of the 
examination he should make of those 
claims. Prime contractors can, I 
think, minimize their difficulties by 
having some kind of procedure pre- 
pared in advance for taking care of 


subcontractors’ claims when they 
are due to be filed. 

Thirdly, business should make 
preparation ‘for the inventory. of 


Government property which will be 
left in its hands upon termination 
of the contract. Forms and proce- 
dures can be outlined in advance for 
inventorying the material and segre- 
gating it and protecting the Govern- 
ment’s interest. 

Another suggestion has been made 
which I think is worthy of our consid- 
eration as accountants, and that is 
the possibility of business forearm- 
ing itself against shortage of work- 


ing capital by means of V-loan 
credits. I am told that under certain 


present forms of V-loans a line of 
credit can be established at a cost 
which is limited, I understand, to 
one-quarter of one percent per an- 
num, and under which, when the 
time comes, the contractor can call 
upon the banks for a fairly substan- 
tial percentage of the money he has 
invested in Government work, there- 
by making free his own working 
capital for peacetime or civilian pro- 
duction. I am told that V-loan 
credits of this type are available, and 
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[ am passing the information along 
to you for your consideration. The 
great danger we face when V-day 
occurs is that working capital will 
be tied up to such an extent in Gov- 
ernment work that business is not 
going to have sufficient working 
capital to get started on reconver- 
sion to peacetime work and peace- 
time production. 

If we, as certified public account- 
ants, are to plav the part we are 
qualified to play, we also must pre- 
pare ourselves. The profession must 
organize to do its part in assisting 
with the prompt preparation and 
settlement of claims. That raises 
several questions to which I think 
we must give serious consideration 
in advance: First, what responsi- 
bility can we properly assume in 
connection with claims filed; second, 
what work should we do to meet 
that responsibility ; and, third, what 
kind of a report should we be ready 
to give. 

There are three stages of respon- 
sibility which we could assume: 
(1) full responsibility for the amount 
of the claim; (2), a negative respon- 
sibility such as the responsibility 
which we take when we affix our 
names to income tax returns; and 
(3) a kind of a middle-ground re- 
sponsibility for the fair presentation 


of costs set forth in the claim. Let 
us deal with these, one by one: 
First of all, let us consider the 


practicability of our taking full respon- 
sibility for the amount of the claim. 
This might require a more extensive 
examination than is practicable under 
present conditions with the existing 
shortage of qualified accounting 
manpower. We have to recognize, 
too, that management in filing 
claims may be justified to some ex- 
tent in resolving questionable items 
in its own favor. We cannot fairly 
put ourselves in the position of ne- 
gotiating with management on be- 
half of the Government and forcing 
our judgment upon management 
thereby placing business in a posi- 
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tion where it cannot to a reasonable 
extent put its best foot forward. The 
position would be different if the 
audited figures were to be accepted 
as final but that is not the case; they 
would still be subject to negotiation 
with the Government. What is being 
produced is a proposal as a basis for 
settlement negotiation. That is known 
by everybody concerned; in fact the 
term “settlement proposal” is, I 
understand, to be adovted. The 
claim should be clear and explicit 
and contain full disclosure of meth- 
ods and practices applied. 

The position is somewhat differ- 
ent from that in which we custom- 
arily express our opinion on financial 
statements. In the latter case, a rea- 
sonable degree of conservatism is 
desirable from almost everybody’s 
standpoint. Conservatism does not 
take money out of anybody’s pocket; 
but if a corporation does not claim 
items to which it feels it is entitled 
in filing a claim of this kind, it is 
perhaps not likely to collect all to 
which it is entitled. 

A further question arises in con- 
nection with the accountant’s taking 
full responsibility for the claim. I 
doubt whether the Government could 
properly agree to such a course. It 
would involve, to some extent, dele- 
gation of sovereignty which, of course, 
is not possible. 

Full responsibility would also prob- 
ably involve a statement that the 
claim was “in accordance with the 
terms of the contract”. Now I think 
that we are qualified as accountants 
to make an accountant’s (though 
not a legal) interpretation of a con- 
tract. Weare called upon to and do, 
read and apply the terms of contracts 
as part of our daily work but we do 
not express opinions thereon. The 
meaning of contracts is subject to 
change; the meaning of the terms 
of supply contracts and clauses re- 
lated to their termination may not 
be established for many years, per- 
haps by court decisions, or legisla- 
tion, or other events. The interpre- 
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tation of cost in cost-plus-a-fixed-fee 
contract has been modified from time 
to time. The Government is putting 
out new regulations, and its policies 
have changed and undoubtedly will 
continue to change; so that the mean- 
ing of the termination clause of a 
contract I don’t think will be defi- 
nitely and finally established for some 
time tocome. An accountant might 
be in rather an unfortunate position 
if he had given an opinion a claim 
was “in accordance with the terms 
of the contract”, and as a result of 
new legislation or regulation or legal 
decision the meaning of the contract 
changed a week later. Finally, to 
take full responsibility for the claim 
would involve passing on the ele- 
ment of profit. I don’t think the ele- 
ment of profit is necessarily an ac- 
counting matter. The accountant 
might say he thought the profit 
claimed was fair, but his opinion on 
that perhaps would not be entitled to 
be considered conclusive. 

Now let me come to the second 
type of responsibility to which I 
referred: the negative responsi- 
bility such as we assume on income 
tax returns. Of course the absence 
of evidence that something is wrong 
is very different from positive evi- 
dence that everything is all right. | 
doubt whether the absence of evi- 
dence that something is wrong would 
be of any particular help to the 
Government in reviewing claims made. 
I can’t feel, myself, that by making 
that kind of a report we would be 
making any particular contribution 
to this problem. 

The third type of responsibility— 
I called it “the middle ground’’—is 
responsibility for the fair presenta- 
tion of costs. Here I think our 
training as professional account- 
ants in fact-finding techniques should 
be particularly valuable to the na- 
tional economy in a time of stress. 
We could perform a function of 
major public importance by audit- 
ing the adequacy of the cost data 
presented in the claim and its pre- 
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sentation on the basis of generally 
accepted accounting principles; and 
in assuring fair disclosure to Gov- 
ernment officers charged with the re- 
sponsibility for negotiating settle- 
ments. This work could be under- 
taken without any infringement on 
Government sovereignty and with- 
out passing upon matters of Gov- 
ernment policy. 

This middle ground would mean 
assuming a substantial responsibil- 
ity, but one I think we should be 
ready to assume and should be able 
to carry out in an objective manner 
in the interests of both the Govern- 
ment and business. It should be 
quite helpful to the Government in 
affording an adequate basis for ne- 
gotiation, without the Government 
having to audit the underlying data. 
It would, however, require advance 
preparation by the profession. Ac- 
countants should not approach the 
problems involved in such examina- 
tions lightly or in a casual manner. 
To do so would mean high costs, 
perhaps the doing of an injudicious 
amount of detail checking instead 
of concentrating on major matters, 
and possibly would discountenance 
us as a profession. We cannot af- 
ford to undertake such serious re- 
sponsibilities without proper prepa- 
ration and careful consideration. We 
should know the background of 
Government policy, we should stress 
the essential elements, and should 
inform ourselves as fully as possible 
on the many aspects of the subject. 
If we are not prepared we may well 
fail in a duty, and miss an oppor- 
tunity, to perform a function of the 
highest public importance. Bene- 
fits to the standing of the profes- 
sion and, incidentally, of ourselves, 
will flow from participation to the 
fullest extent of our capacity. 

With proper planning, and by 
adopting a judicious approach, our 
profession can render a major serv- 
ice to Government, to business and 
to the national economy. Let us 
prepare ourselves to do it. 
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Or perhaps a lathe or milling machine 
operator, or any one of: hundreds of work 
classifications that plant management is 
demanding of the employment manager. 
With McBee Keysort applied to Personnel 
Records, experienced applicants or 
candidates from present personnel for 
any job can be located quickly and 
accurately. 


Keysort handles large or small numbers 
of cards with equal facility, with your 
regular clerks or operators and without 
costly machinery or equipment. 
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Announcing the 2nd Annual 


Institute on Federal Taxation 
September 20-September 29, 1943 


to be held at New York University, Washington Square Center, 
New York, N. Y. 


Nine days of lectures and discussions of topics and problems in Federal taxation, 
for tax specialists, accountants, attorneys, bank and trust officers, executives. 
Morning and afternoon lectures followed by dinner-discussion sessions. 


THE TOPICS 


Sept. 20 (a) Current Payment Tax Act Other 
than Withholding Provisions, (b) Income 
Tax Decisions of Last Year 

Sept. 21 (a) Installment House and Depart- 
ment Store Tax Problems, (b) Profit Sharing 
and Pension Trusts, (c) Tax Procedure 

Sept. 22 (a) Tax Problems of Banks, (b) New 
Legislation, (c) Valuation Problems 

Sept. 23 (a) Corporate Trustees’ Problems, (b) 
Estate Planning, (c) Insurance Problems 

Sept. 24 (a) Problems arising from Wage and 
Salary Stabilization, (b) Relief Claims Under 
Excess Profits Law 

Sept. 25 All day Clinic on Section 722 

Sept. 27 (a) Foreign Taxes and War Losses, (b) 
Reorganizations, (c) Supplement C 

Sept. 28 (a) Lumber, Oil and Mining Company 
Taxes, (b) Income Credit Problems and Sup- 
plement A, (c) Invested Capital Problems 

Sept. 29 (a) Consolidated Tax Returns, (b) 
Minimizing Excess Profits Taxes, (c) Unusual 
Excess Profits Tax Problems 
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]. K. Lasser, Chairman; Sydney A. Gutkin, Att’y.; 
Wilbur H. Friedman, Att’y.; John W. Drye, Jr., 
Att’y., (Larkin, Rathbone, Kelley & Drye); Allin H. 
Pierce, Att’y., (Carter, Ledyard & Milburn) ; Weston 
Vernon, Jr., Att’y., (Milbank, Tweed & Hope); 
Stanley S. Surrey, Att’y., (Treasury Department) ; 
Montgomery B. Angell, Att’y., (Davis, Polk, Ward- 
well, Sunderland & Kiendl); David B. Chase, Att’y., 
(J. K. Lasser & Co.); Edmond N. Cahn, Att’y.; 
Harry Silverson, Att’y., (Meyer, Wallach & Silver- 
son); Kenneth W. Gemmill, Att’y., (Barnes, Dechert, 
Price & Smith); Thomas M. Wilkins, Att’y., (Wash- 
ington, D. C.); Paul D. Seghers, CPA; Merle H. 
Miller, CPA, McCord. Ice & Miller); H. 
Kenneth Marks. CPA, (J. K. Lasser & Co.); Mit- 
chell B. Carroll, Att’y.; Leo H. Hoffman, Att’y.; 
Vincent H. Maloney, CPA & Att’y., (Alvord & 
Alvord); Henry B. Fernald, CPA, (Loomis, Suffern 
& Fernald); Ewing Everett, Att’y., (Miller & Cheva- 
lier); Brady O. Bryson, Att’y., (Alvord & Alvord); 
Maurice Austin, CPA & Att’y., (Klein, Hinds & 
Finke); Thomas N. Tarleau, Att’y., (Willkie, Owen, 
Otis, Farr & Gallagher), Discussion leaders include: 
Isidor Sack, *. Ross, Peter Guy Evans, Leo 
Mattersdorf, S. J. Foosaner, Rene Wormser, Charles 
Meyer, Clarence Castimore, Clarence L. Turner, Max 
Rolnik. Alger B. Chapman, Maxwell E. McDowell, 
Harry J. Rudick. 
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Also—A Three Day Institute on Problems Arising From 


War Contracts, Renegotiation, and Termination 
SEPTEMBER 16, 17, 18 


Chairman, Arthur T. Vanderbilt, Dean, New York University, School of Law 


For detailed topics write for Bulletin WC 





Early registration advised. Attendance limited. For announcement con- 
taining full information concerning registration, fees, etc., address: 


Institute on Federal Taxation 


NEW YORK UNIVERSITY 


100 WASHINGTON SQUARE EAST 


NEW YORK 3, N. Y. 
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